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ineteen ninety-eight was a landmark year 


for Canadian National. Our company continued 

to meet challenge with bold action, announcing 
in February the planned merger with Illinois Central 
Corporation (IC). This joining of two great railroads will 
create a new carrier on the North American landscape, 
giving shippers more options in the increasingly competi- 
tive transborder economy. 

The CN-IC merger agreement is not the sole accom- 
plishment of note for the year. CN performed well in 1998, 
despite the impact of economic difficulties in Asia, posting 
significant progress in focusing on its customers and finding 
more efficient ways to run the railroad. On behalf of the 
Board of Directors, 1 commend CN management's strength 
and vision in tackling the challenges we faced during the 
year. The Board is very proud of CN’s thousands of employ- 
ees whose commitment and hard work contributed equally 
to our success. 

I'd also like to congratulate Paul Tellier on his selection 
as Canada’s Outstanding CEO of the Year in 1998 by a board 
of Canadian business leaders. This is more than a testament 
to Mr. Tellier’s leadership and vision—it’s an honor for the 


entire company. 


CHAIRMAN‘’S MESSAGE 


David McLean 


CN’s Board took on an added North American dimen- 
sion in 1998 when Gilbert H. Lamphere and Alexander P. 
Lynch became directors. Mr. Lamphere is the former chair- 
man of the board of Illinois Central Corporation. Mr. Lynch, 
a former director of IC, is a general partner of The Beacon 
Group, a private investment and financial advisory firm 
in New York City. Both bring valuable perspective to the 
Board with their considerable U.S. rail expertise. 

On behalf of the Board of Directors, I wish to convey 
thanks to our shareholders for their continued support. We 
are more confident than ever in our ability to deliver long- 
term shareholder value, whatever challenges the future 
brings. Indeed, we are well on our way to building a railroad 


that will excel in the new century. 
Sincerely, 


Tad (Vig 


David McLean 


Chairman of the Board 


_ There’s a new CN emerging. After the pro- 
_ found promise and change of privatization 
more than three years ago, our company is 
entering the next exciting phase. Through 
our pr posed merger with Illinois Central 
and other initiatives, we are realizing our 
vision of anew CN ~a truly North American 
Eien: delivering customer access to | 
markets across the continent with unprece- 


dented reach, focus and performance. 


FINANCIAL AND STATISTICAL FIVE-YEAR SUMMARY 


EMPLOYEES OPERATING EXPENSES 
: (Excluding special charges) 


OPERATING RATIO 
(Excluding special charges) 


Average 
for the year Dollars in millions 
95 96 97 98 


Percentage 
94 95 96 97 98 ; 94 94 95 96 97 98 
$ in millions, except per share data, or unless otherwise indicated 1998 1997 1996 1995 1994 
Financial results 
Ramen ear ese eee heme catego ik cen a Rae kama hued anew obivasae $ 4,121 $ 4,322 $ 3,956 $ 3,912 $ 4,126 
Operating expenses excluding special charges ............cceecscceeeeeeseeeeeeees Salas 3,395 3,368 3,487 3,688 
PUM RM ODS are teas sano pncic ani cacavanc eed lewaisciasetaudasassat 590 = 365 1,415 ~ 
MU tler MICO II MOSS one au ue epainnat wietee a uicke sso rceaha annie olive sete aed 418 927 223 (990) 438 
Operating income excluding special charges ..............ecccesceenseeeeeenseeees 1,008 O27 588 425 438 . 
PREMES he MONG eam raceteri cients cane entra agi Gs aN AL kik a idokcica vee cavawers (242 117 113 194 192 
Equity in earnings of Illinois Central Corporation ................cccecceeeeeeeeeeeas 105 - = - - 
Other income ....... ap Rey annem eT ears hid Sciam thn ick dua acanaens Male en 43 62 41 119 64 
BUM CURE MEM ITENE! (HOS SOM Rien Meritline oeNc aw whos c aewicisicuieawondGeawaeews cos ss (26) (38) 5 29 (47) 
Income (1055) fromccontinuing Operations ..c...50.cccs sees eccecssnncesvswaecs ceees 224 . 469 848 (1,017) 235 
Income from continuing operations excluding special charges .................000: 569 469 1,055 398 235 
ERTS SSS GC GS De ol A Oe ee 744 609 291 324 508 
Diluted earnings (loss) per share from continuing operations ................000005 2.42 5.44 9.88 (12.64) 2.94 
Diluted earnings per share from continuing operations excluding special charges ... 6.16 5.44 12.28 4.95 2.94 
Rail operating ratio excluding special charges (%) ..........ccccceceeeeeeeuees Msn 75.5 78.6 85.1 89.1 89.4 
Statistical highlights 
Route miles (includes Canada and the U.S.) .......c.ccccecceceeesceecuasuaeeuuseas 13,741: 15,292 17,124 17,918 18,414 
Rem Sn Ten NS eee Ree oct thiat Guiuate tet etnoatdovensersisdedsiaeet 2,456 2,547 2,315 2,295 2,354 
Grass ton miles (MMMONS) 5 viene. eae es sete rawt iene Pasctaens take Comet nery selonitas 216,501 = 228,353. 208,328 = 204,143, = 211,805 . 
REVEHUBSONIMMES MIONS)krte sahiee come tebe cus Nacihaukan ean dae etal oehi@es ne 112,929 119,534 107,470 105,487 109,004 
Rail employees (average for the year) ........0cc0ccecceuscecseuscucsececuseeaeeues 21,514 22,800 24,064 26,951 29,884 
- Diesel fuel consumed (Canadian gallons in millions) ........6.6.cccccceceeceaeeaes 234 272 259 256 266 
Average price per Canadian gallon (dollars) ...........00ccccccccccenseseeeuneeeens $ 1.08 $1223 Sc 1.22 $ 1.08 $ 1.03 
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TO OUR SHAREHOLDERS 


hen I began as President and Chief Executive 

Officer of this company in 1992, we started on 

the road to becoming the best railroad in North 
America. At the time, it seemed a distant and lofty goal. 
While I am always careful to remind everyone that we are 
still a work in progress, six years later that goal has never 
seemed more within our reach. Today we are the most 
improved railroad on the continent, as well as one of the 
safest. And pending U.S. Surface Transportation Board (STB) 
approval of our proposed merger with Illinois Central, we 
are poised to become the first truly North American railroad, 
connecting three coasts with a single rail network. 

Despite a set of very challenging circumstances, I am 
pleased with CN’s 1998 financial performance. Net income 
in 1998, excluding non-recurring items, was $569 million 
compared to $457 million in 1997, excluding non-recurring 
items and discontinued operations, an increase of 25 per cent. 
Related diluted earnings per share were $6.16 compared to 
$5.31, an increase of 16 per cent year-over-year. Operating 
income for 1998, excluding a special charge, increased to 
$1,008 million versus $927 million in 1997. 

With 1998 Canadian grain shipments significantly down, 
and automobile revenues affected by a labor dispute at one of 
our large customers, CN’s revenues for 1998 were $4,121 mil- 


lion, a five per cent decrease from last year’s $4,322 million. 


We were able to offset the decline in overall revenues 
through effectively managing our 1998 operating expenses of 
$3,113 million, excluding a special charge, an improvement 
of eight per cent compared to a year ago. CN achieved excel- 
lent results in its continuing drive to reduce its operating 
ratio in 1998. At year-end, it stood at 75.5 per cent, 3.1 points 
better than at year-end 1997 and 2.2 points better than our 
goal for 1998. 

CN’s redesigned service plan, with its focus on deliver- 
ing predictable, reliable service, means we require fewer 
assets and fewer employees to run our railroad. With labor 
productivity still well behind that of our competitors in the 
United States and revenues down from the previous year, 
we made the difficult decision to decrease CN’s workforce 
by 3,000 in the second half of 1998 and full-year 1999. We 
took a pre-tax special charge of $590 million in third-quarter 
1998 to pay for severance and other payments to affected 
employees. 

For CN to continue to be successful in the long term, we 
have had to make gains in our productivity. This has meant 
many changes in the company, in the way we do business, 
and a total focus on meeting our customer commitments with 
the most efficient service offering possible. These changes 
have meant we conduct our business with fewer people and 


fewer assets than ever before. The decisions we take to 


“The key to growth for CN lies in the 
north-south trade corridor, where traffic is 


increasing annually at a significant rate.” 


reduce our workforce are never easy, but I am committed to 
treat fairly any employees affected by these changes. 

We have often said that the key to growth for CN lies 
in the north-south trade corridor, where transborder traffic 
continues to expand. This year we made several strategic 
moves to extend our customers’ reach in North America, 
led by our proposed merger with Illinois Central. 

Illinois Central represents a perfect fit for CN. IC’s 
3,450 miles of track meet CN’s network at Chicago with no 
overlap. The IC network stretches due south from Chicago 
to the Gulf of Mexico, and west from Chicago to the U.S. 
agricultural heartland. The merger will match strength to 
strength—the most improved railroad with the most effi- 
cient—and join two similar cultures that have a proven 
record of working together. 

As President and Chief Executive Officer, my challenge 
is to combine the strengths of both companies to create a 
railroad with a passion for service, while preserving the 
proud traditions of each. If the transaction is approved by 
the STB as anticipated, we are prepared to move quickly to 
bring the benefits of the merger to the marketplace. 

In another strategic initiative which did not require 
regulatory approval, we entered into a marketing alliance 
with IC and Kansas City Southern Railway (KCSR). This 


agreement, for an initial 15-year term, creates a unique net- 


work linking Canada, the U.S. Midwest and South and, 
through KCSR affiliates, the third NAFTA country, Mexico. 

Once the merger is approved, we will implement a third 
strategic initiative: a separate access agreement between 
CN and KCSR that will include certain haulage rights in the 
southern United States and joint investment in facilities at 
key points on our networks. 

Even with our merger, we will be dwarfed by the large 
U.S. railroads, which have spent the last several years pursu- 
ing and implementing mergers of their own. Combined CN- 
IC revenues for 1998 are U.S.$3,508 million—the smallest of 
the big four is Norfolk Southern, with U.S.$4,221 million in 
revenues. It is no secret that the pace of consolidation among 
large carriers has caused problems in the past for shippers. 
The new CN is committed to being more customer focused 
and more nimble than our larger competitors. We will strive 
to set a new standard for service while providing a viable 
alternative network for shippers. 

In 1998, CN maintained and improved its standing as 
one of the safest Class 1 railroads. There were no fatalities at 
CN during the year. But we can never be satisfied. We will 
always work to improve our safety performance. Our goal: 
to have every employee return home safely —every day. 

To this end, we implemented the Responsible Care® 


initiative across CN’s various operating districts. In 1997, CN 


Paul M. Tellier 


became the first Canadian transportation company to join 
Responsible Care®, a performance improvement initiative 
established by the Canadian Chemical Producers’ Association 
and the Chemical Manufacturers Association to enhance 
employee health and safety, protect the environment and 
reduce the risk to the public inherent in the transportation of 
dangerous goods. As a partner in Responsible Care®, CN has 
made an enormous, long-term commitment to its commu- 
nity, employees, customers and shareholders. Everyone will 
know that they can expect the highest standards of safety 
and ethical conduct from CN -and that’s good for business. 

This year we signed three-year agreements with all 
our Canadian unions, completing negotiations without any 
work disruptions. Going forward, this willingness to work 
together will help CN compete in the challenging and 
constantly changing North American business environment. 

Heartfelt thanks are due to our employees. CN under- 
went a great deal of change in 1998, and I know that change 
involves challenging adjustments. This is why I am more 
grateful than ever for their dedication to helping us meet 
our goals. | 

I would like to welcome E. Hunter Harrison, former 
President and CEO of Illinois Central Corporation, who 
joined CN as Executive Vice-President and Chief Operating 
Officer in March 1998. With Hunter aboard, CN now 


has a remarkable management team in place—the strongest 


in our history. 

I appreciate the support our shareholders have given us 
this year. Justifying that support remains a top priority. As I 
look around me at CN—at our many talented people, at our 
plans and the progress we’re making —I know we are on 
the right track. Moving ahead to face the challenges of 1999 
and beyond, I have a strong sense that we are doing the 
right things to reach our goal of becoming the best railroad 


on the continent. 


Yours sincerely, 


Lh 


Paul M. Tellier 
President and Chief Executive Officer 
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N took several major steps to 

enhance customer access to 

North American markets in 
1998. Our proposed merger with IC; 
the strategic marketing alliance among 
CN, Illinois Central and Kansas City 
Southern Railway; and a pending 
access agreement with KCSR all sup- 
port our vision of creating an efficient 
transportation network that enables 
trade and contributes to customer 


competitiveness. 


CN-IC: Building a railroad for the 

21st century 

Our proposed merger with Illinois 
Central is the perfect fit at the perfect 
time. The merger will create North 
America’s first three-coast railroad, 
offering customers single-line service 
from the Atlantic to the Pacific to the 
Gulf of Mexico. It’s a perfect fit because 
the two networks do not overlap, join- 
ing end-to-end at Chicago. And it’s 
the perfect time because north-south 
transborder rail traffic has been grow- 
ing at double-digit rates. 

IC was the most efficient railroad in 
North America in 1998 with a 64.9 per 
cent operating ratio, excluding special 
charges. IC’s success in the past resulted 
from initiatives that reduced locomo- 
tive and crew costs, increased yard 


and line capacity and improved asset 


utilization. Successful integration of IC 
and CN will accelerate the pace of oper- 
ating improvements and dramatically 
enhance the quality of our service. 

The CN-IC merger combines two 
railroads with similar cultures: both 
share an intense focus on customer 
service, efficiency and safety. The two 
railroads have demonstrated compati- 
bility through the joint development of 
the Gateway Intermodal Terminal in 
Chicago. The CN-IC transaction deliv- 
ers clear benefits to shippers—no anti- 
competitive effects, no abandonment of 
redundant lines, no service reductions 
and no adverse labor, safety or envi- 
ronmental effects. 

As the first truly North American 
railroad, CN will deliver many advan- 
tages to shippers, including new desti- 
nations and origins, more competition 
for their business, reduced transit times, 
better fleet utilization and increased 
backhaul opportunities. Moreover, CN 
will provide longer hauls to offer a more 
viable alternative to trucks. In short, 
the new CN will deliver seamless, com- 


petitive access to an entire continent. 


Creating a NAFTA network 

In April 1998, CN, IC and KCSR 
announced a 15-year strategic marketing 
alliance that offers shippers extended 
reach through a network linking points 
in Canada, the Midwest and southern 
U.S. markets. Through KCSR affiliates, 


the alliance also provides shippers 


access to Mexico’s largest rail system, 
TransportaciOn Ferroviaria Mexicana 
(TEM). 

CN, IC and KCSR coordinate sales 
and marketing, operations, fleet man- 
agement and information systems. The 
alliance gives customers enhanced 
transportation options and improved 
access to markets in the key north- 
south transborder and other significant 
U.S. corridors with just one call. This 
means more efficient service through 
Chicago, North America’s rail hub, 
resulting in significantly better transit 
times. As a pro-competitive marketing 
agreement, this initiative applies to all 
traffic movements except where any 
two of the alliance partners provide the 
only direct rail service. 

Also in 1998, CN and KCSR signed 
a separate access agreement, contin- 
gent upon STB approval of the CN-IC 
merger, that would give shippers new 
competitive options in Alabama, 
Mississippi and Louisiana. Under the 
agreement, CN and KCSR will jointly 
invest in key automotive, intermodal 
and transload facilities, with joint use 
for 25 years regardless of any change in 


corporate control. 
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What do you mean by “a North American railroad?” 
Simply put, I mean truly North American in terms of 
reach, strategic orientation and culture. This is important 
because, more and more, the arena where our customers do 
business is the North American arena. Soon, north-south 
traffic will account for more than half of CN’s business. 
Every strategy we have pursued since I assumed lead- 
ership of this company has supported our goal to be a 
truly North American railroad. Every improvement we 
have made in our business has been designed to make us 
more competitive with railroads south of the border and 
to enhance our ability to support cross-border trade. 
The proposed merger between CN and IC; the strate- 
gic marketing alliance among CN, IC and KCSR; and 
the proposed access agreement between CN and KCSR 


represent huge strides toward achieving our goal. 


What will this mean to customers? 

It will mean enhanced and expanded access to North 

American markets. And it will mean more rapid improve- 

ments to the quality of service CN provides customers. 
Fostering a passion for service among our people is 

a major focus at CN. This is why I recently presented a ten- 

point “Customer Bill of Rights,” outlining what shippers 


have the right to expect from us: 


1. Customer focus. A focus on customers that guides all 
our actions. 

2. Quality service. Quality based upon a clear, mutual 
understanding of what’s expected. 

3. Performance standards. Clearly measurable performance 
in terms we both agree upon. 

4. Consistent delivery. Goods consistently delivered within 


agreed-upon time frames. 


5. Accountability. Taking full responsibility for service 
commitments. 

6. Transparency. If we miss on a commitment, telling ship- 
pers why and, more importantly, how we'll correct it. 

7. Competitive pricing. Pricing that will help keep shippers 
competitive. 

8. Quality equipment. Modern, well-maintained equipment 
that safely meets customer needs. 

9. Resourcefulness. More than responding to shippers’ 
transportation needs — providing innovative 
approaches to helping them access more markets. 

10. Partnership. Service based on true partnership — where 


our interests are their interests. 


The Customer Bill of Rights represents a set of stan- 
dards that we always strive for. We are not there yet, but 


we are making progress. 


What will Michael Sabia’s and Hunter Harrison's roles be in 
the new CN? 
Well, first of all, Michael and I have worked very closely 
together since we began the turnaround six years ago. He 
wears two hats—he’s the Chief Financial Officer, but he’s 
also a top strategist. I brought Michael Sabia in as a strate- 
gic thinker. He has been, and will continue to be, one of 
the key forces behind CN’s accomplishments. 

Hunter Harrison is a very strong railroader, one of the 
best in North America. It is no coincidence that IC had 
the lowest operating ratio in the industry. He’s already 
had a tremendous impact on our performance-—his leader- 
ship will take us to the next level of service excellence 


and efficiency. 
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E. Hunter Harrison, Executive Vice-President and Chief Operating Officer 


t CN, 1998 was a year of 

intensified focus on customer 

service. We adopted changes 
in operating procedures, radical even 
for a company that has undergone a 


total transformation since 1992. 


A new attitude 

The new CN uses the word “passion” to 
describe a new level of commitment-—a 
passion for customer service, a passion 
for reliability, a passion for the most 
efficient use of our assets. CN’s new 
attitude is driven by the knowledge 
that the already competitive shipping 
environment is only going to become 
more intense; the economic challenges 
ahead will increase, not abate. So we 


know that ongoing improvement is not 


stome 


an option, it’s an imperative. That’s 
why we spent the year looking at every 
aspect of how we do business. The 


result: the CN service plan. 


The CN service plan 

Beginning in third-quarter 1998, CN 
introduced the next phase in the evolu- 
tion of its service plan. The objective is 
to deliver on customer commitments 
with marked improvements in the reli- 
ability of our service— while increasing 


efficiency and reducing operating costs. 


This plan fundamentally changes how 
CN runs its trains, manages its yards 
and communicates with its customers. 

We know we must have top-quality 
delivery on trip plan commitments. 
Under the service plan, we redesigned 
our normal operations to run regularly 
scheduled trains that leave at predeter- 
mined times, which results in more 
reliable car supply, switching and doc- 
umentation. Customers know when 
shipments will leave and when they 
will arrive within the hour, dramati- 
cally enhancing their ability to plan. 
Trains are spaced evenly, like a con- 
veyor belt, which greatly enhances effi- 
ciency of yard operations. There are 
now multiple outlets between yards to 
help preserve smooth traffic flow. 

To meet changing customer 


requirements, the service plan provides 


S SUCC 


the necessary flexibility, when a given 
train is full, to add cars or run extra 
trains as needed. To optimize train- 
loads without compromising customer 
service quality, CN now is managing 
the system as a network, looking for 
opportunities to combine shipments 
from different business groups, such as 
intermodal/automotive and merchan- 
dise. These general purpose trains 
handle unit traffic that can move in 
regular freight service, allowing us to 


fill idle capacity. 


The plan also makes significant 
changes to the way CN manages cars, 
decreasing the number of times a car is 
handled, thereby reducing costs and 
improving overall transit times. Car 
handling in yards has been reduced to 
no more than two classifications per 
car. More balanced traffic flow has 
enabled us to look at the tightest con- 
nections possible at our yards. When 
the plan is fully implemented, dwell 
time will be reduced from an average of 
36 hours to 18. Cars no longer wait in 
yards, in most cases connecting directly 
from the transfer assignment to the 
destination train. We are further reduc- 
ing yard congestion throughout the 
network by systematically eliminating 


hold and stored cars. 


ESS 


For carload traffic, CN is now quot- 
ing transit times, door-to-door rather 
than yard-to-yard, at a new level of pre- 
cision—in hours, rather than days. And 
CN can provide customers the rail- 
road’s on-time delivery performance 
record for a given customer and route. 

The sum total of the changes 
brought about by the service plan 
enables CN to deliver a superior prod- 
uct to customers —better communica- 
tion, better transit times and, most 


importantly, reliable, predictable service. 
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What do you see as your mission in your new role at CN? 

I started out with two short-term objectives. The first was 
to refine CN’s scheduled service offering. We made excel- 
lent progress on that front in 1998. The second was to 
develop a sound operating and marketing plan that builds 
on the collective strength of two superb rail systems, 

CN and IC. This is now complete. Once the STB approves 
our merger application, we will have a well thought-out 
plan that allows us to move quickly and safely to put in 
place our new single-line service network. 

What I’m trying to do now is lead an evolution to the 
next step, which is to foster a stronger commitment, 

a passion, for customer service. We are talking about a 
company-wide shift in attitude—where every single person 
in this organization is focused on the customer and com- 
mitted as never before to operating the railroad to a new 
level of precision. 

We have developed a service plan after evaluating 
everything we do and, in many cases, we’ve made major 
changes. Under the plan, trains have precise timetables 
and run on schedule. These schedules are stated in hours, 
rather than days, and we consistently achieve them. We 
closely monitor performance and share the results with our 
customers. At the same time, we do not promise either our 


customers or our colleagues that which we cannot deliver. 


What is the most important aspect of what you're trying 

to bring about? 

We want people to realize that this is not a project with a 
set time frame. It’s a complete change in the way we want 
everyone in the organization to look at things. The philos- 
ophy driving our plan emphasizes improvement as an 
ongoing, never-ending process. We expect to improve our 
ability to deliver precise, consistent service month after 


month, year after year. 


A conversation 


with 


E. Hunter Harrison 


CN Executive 
Vice-President 
and 

Chief Operating 
Officer 
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How is the service plan different from the initiatives that were 
well under way at CN before you came on board? 
Remember, CN is the most improved railroad in North 
America, so change is already part of its culture. What 
we're doing here is accelerating the pace of change, and 
making it more profound. 

For example, we’ve changed our approach to the 
businesses — merchandise, bulk, intermodal and automotive. 
Before, because each group developed its own product— 
designed it, produced it, took it to market—there were 
missed opportunities. Now we’re operating as a network— 
gaining leverage in sharing assets, capacity and, some- 
times, train service—coordinating shipping between groups 
without negatively impacting the service offering. 

Overall, we’re making changes in operations to deliver 
a better product. Our plan for running the railroad empha- 
sizes train schedules that make more sense for our system, 
an intensified focus on asset utilization and, above all, 


providing customers with consistent, reliable service. 


Is it possible to improve service in an aggressive 

cost containment environment? 

I have always been a believer that there’s a compatibility 
between good service and lower cost. If you’re going to 
provide precision to the customer, then you have to apply 
the same kind of precision to your assets in terms of cars 
and locomotives. When you increase scheduling precision 
with a more coordinated, network approach, a natural 
result is increased asset utilization which allows us to 
dramatically reduce locomotive and car fleets. At the same 
time, we’re providing an even higher level of service. 


Believe me, we will have lower cost and better service. 
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Emphasizing pertot 


he new CN has intensified its 

drive for excellence at every 

level of the company: increasing 
our reach to enhance customer com- 
petitiveness and their ability to access 
new markets; fundamentally changing 
our operating approach to bring 
unprecedented service reliability and 
productivity; and setting a new indus- 


try standard for safety. 


Dramatic productivity gains 
A key outcome of the service plan is 
greatly improved asset utilization. The 
results have been as startling as they 
have been immediate. Better planning 
has resulted in the effective elimina- 
tion, through a combination of disposi- 
tion, lease-out and storage, of more 
than 500 locomotives in 1998, leaving 
CN with a more modern, fuel-efficient 
fleet. Up to 200 of these locomotives 
were placed in storage, capable of being 
brought back on line within 72 hours 
if needed. In addition, reduced yard 
dwell time and increased car velocity 
resulting from the plan have enabled 
us to effectively cut the CN-controlled 
car fleet by more than 10,000 cars, 
or approximately 15 per cent of the 
fleet, in 1998. 

The cost savings resulting from 
these fleet reductions are significant. 
With fewer locomotives, CN requires 


less fuel, less material and fewer peo- 
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ple to run and maintain the fleet. More 
efficient use of existing locomotives, 
combined with those in storage, has 
reduced the need to order new ones. 
CN has delayed orders for 40 new loco- 
motives that were due for delivery in 
1999, resulting in significant savings 

in capital expenditures. Plus, costs 
related to leasing power to meet surges 
in demand are eliminated. 

More efficient yards mean more 
balanced workload and better use of 
labor. Better trip planning has signifi- 
cantly reduced deadheading of train 
crews— wherever possible, crews are 
now switched at the midway point of 
two passing trains, returning each crew 
to its respective point of origin. Inter- 
mediate terminals ideally result in a 
crew working four hours out and four 
hours back, rather than working eight 
hours out and deadheading eight 
hours back. These improvements in 
productivity benefit CN employees as 
well, providing an enhanced quality 
of life, with more time at home with 
their families and a more predictable 


work schedule. 


Ongoing improvements in 

network efficiency 

CN’s network rationalization program — 
the sale to short lines or abandonment 
of track—is continuing to transform 

the company into a more efficient long- 
haul railroad. Since its beginning in 


1992, the program has benefited CN, 


local customers and communities, 

as Well as independent short-line oper- 
ators. In 1998, CN discontinued or 
sold to short-line railroads approxi- 
mately 1,500 miles of track, bringing to 
approximately 8,000 miles the total 
amount of secondary track eliminated 


from our network since 1992. 


A continued commitment to 

safety performance 

Over the past several years, CN has 
intensified efforts to improve safety 
and adopted programs aimed at chang- 
ing employees’ attitude and behavior. 
These efforts bore fruit by the end of 
1997, when CN achieved its goal of 
becoming the safest Class 1 railroad 
with only a 2.2 train accidents per mil- 
lion train miles ratio on a U.S. Federal 
Railroad Administration (FRA) report- 
ing basis. In 1998 we further improved 
our record 1997 performance with a 
1.4 FRA accident rate, unprecedented 
in the rail industry. But we remain 
focused on improvement—even one 
accident is one too many. 

In everything we do, we are push- 
ing CN performance to become more 
than a North American railroad—we 
are striving to become the best railroad 


in North America. 


“Every single action we ve taken is park é 
of an integrated strategy to become™ tri y 
North American railroad. That's the ker to, 
delivering real value for our shareholders.” 


Michael J. Sabia, Executive Vice-President and Chief Financial Officer 
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How does the merger relate to CN’s overall strategy? 

Our strategy since the beginning has been to develop the 
platform for becoming a genuinely North American 
company. Doing that required radical change in the cost 
structure of the business. This was accomplished in the 
period before and immediately after CN was privatized. 

We are now seeing a second round of dramatic change. 
Our proposed merger with IC gives us the opportunity to 
penetrate the U.S. market more deeply, to harness trade 
flows as a source of traffic and to grow revenues over the 
medium term. To do this successfully, we have had to 
sharpen our focus on customers. Equally important, we’re 
striving to get the maximum out of our assets, using them 
so intensely that we can reduce the number of locomotives 
and railcars, and significantly improve cash flow —all the 
while making sure that our efforts translate to real value 
for our shareholders. 

This is important: every aspect of being North American 
is connected, part of a single, integrated strategy. Really 
intensive asset utilization will drive more reliable service. 
The customer side and financial side reinforce each other. 
Better service and more predictability can be achieved 
with fewer locomotives and railcars. Being North American 
requires more than a few isolated changes in how we 
operate —it’s a pervasive commitment to change through- 


out the organization. 


What does the North American strategy mean to shareholders? 
It’s the way CN is steadily increasing profitability, strengthen- 
ing cash flow and improving return on investment. From a 
shareholder standpoint, that’s what we’re in business to do. 
For instance, there’s been a revolution at CN in terms 
of free cash flow performance. It’s been dramatic. We went 
from negative free cash flow of $118 million in 1995 to 


positive free cash flow of $228 million in 1998. 
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To accomplish this, we started to run our business 
against free cash flow targets. This drives us to look for 
every single opportunity to generate value out of our 
assets, such as the arrangements we have with telecommu- 
nications companies for fiber optic installations along our 
rights-of-way. When you have a right-of-way that goes 
from one end of the country to the other, it’s a valuable 
asset. But that’s just one example. Generally speaking, the 
notion of focusing on cash flow is an important ingredient 


in running our business in a more disciplined way. 


What pleases you most about CN’s performance in 1998? 

I am most proud of the fact that we have vastly improved 
the financial durability of the company -—in other words, 
CN’s capacity to generate quality, predictable earnings 
despite the inevitable ups and downs we encounter. Before 
the turnaround, we did not know how to adjust quickly 

to changing events. So, early on we set a goal to make CN 
a more durable company. 

When I look at what we have accomplished in 1998, 
faced with a set of circumstances very few were predicting — 
problems in Asia, the stock markets, lower growth, 
depressed commodity prices and labor disputes —I’m 
pleased. While clearly we haven’t been able to deliver 
the kind of revenue performance we would have been 
able to generate in the absence of these events, we have 
met the challenge of enhancing our durability. We’ve been 
successful at finding opportunities to manage costs in 
such a way that, within reason, protects earnings. In 1998, 
we built a company that’s much less susceptible to big 
swings in the business cycle than in the past. That’s grati- 
fying, but neither Paul, Hunter nor I are satisfied. There’s 
a lot left to do in every area of our business. CN is still 


a work in progress. 
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Canadian National Railway Company operates a network of approximately 13,750 route 


miles of track in Canada and the United States, generating revenues from the move- 


ment of a diversified and balanced portfolio of industrial products; 


forest products; grain and grain products; coal, sulfur, and fertilizers; 


intermodal; and automotive. 


In 1998, CN had an average of approximately 21,500 employees 


serving customers across North America. 


At the end of 1998, CN operated approximately 1,400 locomotives 


and a railcar fleet of approximately 64,000. The precision scheduling 


of trains through CN’s service plan has allowed the company to 


significantly reduce the assets needed to provide top quality service 


to its customers. Compared to 1997, CN effectively removed from 


CN at a glance: toda 


e manage our 
six business 
units in three 
business 

groups based on the type 

of service our customers 

require and the assets 

needed to provide that ser- 
vice: merchandise (single 
car), bulk (unit train), and 
intermodal/automotive (just- 
in-time). For customers in 
each of our businesses, our 
proposed merger will mean 
significant new options to 

reach more markets and a 

predictable, reliable service 

offering to help them to 

be competitive. 

The extended reach of the 
new CN system will increase 
gateway choices and enable 
our customers’ goods to flow 
over a more efficient route. 
The new CN will also con- 
tribute to our customers’ 
success through unified mar- 
keting strategies, single- 
source pricing and integrated 
information systems. 
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Greater movement effi- 
ciencies will mean enhanced 
equipment availability and 
better car cycle times for cus- 
tomer-owned fleets. Comput- 
erized shipment management 
over our expanded network 
will provide accurate and 
more timely deliveries, sup- 
porting customer inventory 
and fleet management. With 
access to the entire system, 
customer service will be 
enhanced by a single con- 
tact point, resulting in more 
rapid response for service 
requirements and problem 
resolution. 

The new CN will combine 
two of North America’s safest 
railroads to provide direct 
service linking major resource 
and producing regions to 
strengthen our customers’ 
position with their domestic 
and overseas competitors. 


FREIGHT REVENUES 


MERCHANDISE GROUP 


Industrial products 

This business includes a wide 
range of commodities such 
as chemicals and plastics, 
petroleum and gas products, 
metals and construction 
materials. The new CN will 
connect chemical and petro- 
leum producers in eastern 
and western Canada with 
producers in the Gulf Coast 
region. 


REVENUE — 
TRAFFIC MIX 


41% U.S. domestic and transborder 
_ 30% Overseas ‘ Bs 
29% Canadian domestic — 


Forest products 

CN’s forest products business 
consists of lumber, panels, 
fibers and paper. Forest 
product traffic originates in 
regions of extensive lumber 
reserves and moves either 
via CN’s main corridor from 
western Canada to Chicago, 
or from northeastern Canada 
to midwestern and eastern 
interchange points with other 
U.S. railroads. The new CN 
will directly link three of the 
four great lumber producing 
regions in North America— 
western Canada, eastern 
Canada and the southern 
United States. 


service more than 500 locomotives and more than 10,000 railcars, with significant reduc- 


tions in operating and maintenance costs. 


U.S. DOMESTIC AND 
TRANSBORDER TRAFFIC 


Per cent of total revenues 


BULK GROUP 


Grain and grain products 
CN's grain and grain products 
business consists primarily 

of wheat, barley and canola. 
Much of this traffic moves 
from western Canada to 
terminals at Vancouver and 
Prince Rupert on the west 
coast, and to Thunder Bay 

on Lake Superior for export. 
Our new franchise will have 
a substantial position in the 
U.S. corn and soybean pro- 
ducing regions, and the new 
CN will be able to offer cus- 
tomers access to three coasts 
to export their products to 
the world. 


The new CN that will result from the merger with Illinois Central will 


be the only transcontinental railroad in North America and also the 


only railroad to serve all three coasts on the continent. Through a mar- 


keting alliance with the Illinois Central and the Kansas City Southern 


Railway, CN customers can effectively reach all three NAFTA nations. 


The new CN will be well positioned to compete against other rail 


carriers and trucks for growing north-south transborder traffic, while 


delivering distinct advantages to U.S. and Canadian shippers. With 


lean, flexible operations, extended transcontinental reach, and a passion 


for service, the new CN is North America’s railroad. 


Coal, sulfur, and fertilizers 
The majority of traffic in this 
business unit originates in 
western Canada and is 
exported to the United States 
or overseas from ports in 
British Columbia. Canadian 
sulfur, potash and phosphate 
rock are exported for the 
production of fertilizers. The 
new CN will offer customers 
an extensive fan network 
into the United States, allow- 
ing them to access more 
markets and gateways. 


and tomorrow 


INTERMODAL/AUTOMOTIVE GROUP 


Intermodal 

CN serves both domestic and 
overseas customers with its 
just-in-time intermodal ser- 
vice. CN is the only transcon- 
tinental railroad in North 
America serving ports on the 
Atlantic and Pacific coasts, 
with doublestack service to 
Chicago. The new CN will 
add the Gulf Coast and offer 
customers new competitive 
options to reach Kansas City 
and Dallas. The integrated 
intermodal service will offer 
a timely, reliable and compe- 
titive option to shippers 
currently relying on trucks. 


Automotive 

CN is a leading carrier of 
automotive products originat- 
ing in southwestern Ontario 
and Michigan, a region that 
accounts for some 40 per 
cent of all vehicles produced 
in Canada and the United 
States. CN transports finished 
vehicles and parts within 
Canada and the United 
States, and in both directions 
across the border. CN also 
serves customers importing 
vehicles to North America 
through Vancouver and 
Halifax. The new CN will give 
vehicle and parts shippers 
access to new rail routings 
that connect destinations in 
Canada, the U.S. and Mexico. 


1998 DATA 


Freight revenues (In millions) 
Industrial products $874 
Forest products 851 


Grain and grain products 554 


Coal, sulfur, and fertilizers 644 


Intermodal 762 
Automotive 385 
Revenue ton miles (In millions) 
Industrial products 23,095 
Forest products 22,977 
Grain and grain products 18,937 
Coal, sulfur, and fertilizers 25,830 
Intermodal 19,913 
Automotive DAT: 
Freight revenue 

per revenue ton mile (In cents) 
Industrial products 3.78 
Forest products 3.70 


Grain and grain products 2.93 


Coal, sulfur, and fertilizers 2.49 


Intermodal 3.83 


Automotive : 17.68 
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1998 PRESIDENT'S AWARDS FOR EXCELLENCE 


"T established this program to reward and recognize employees who make outstanding 
contributions to Canadian National. It’s important to recognize employees who demonstrate 
new ways of serving our customers and who take up the challenge of change.” 


— Paul M. Tellier 


Category 1: New business opportunities 


Category 5: People management 


Mike Corr, Terry Doherty, Carole Johannesson, Victor 
Santiago and Ken Wallin 

Marketing identified a significant rail business opportunity in petroleum 
coke. Working with government, short lines, terminal operators and 


truckers, the CN/Sumitomo team was able to put together a five-year total 
logistics package that will generate in excess of $40 million. 


Category 2: Safety 


Rick Dare, Bob Lower, Bob Phillip, Gerry Rauch, Gord Smith 
and Scott Stevens 


The team developed a new approach which addresses personal injuries, 
and asset and process losses at the Symington Heavy Repair Center. This 
strategy serves to focus attention on changing the safety culture and is 
meant to be an ongoing process whereby all employees can voice concerns 
at any time as well as recommend solutions. All indicators show that the 
process is extremely effective. 


Category 3: Exceptional service 


Dwight Tays 


Dwight was extremely resourceful and tactful in the task of consolidating 
the Gordon, Taschereau and MacMillan diesel shops into the MacMillan 
Yard Locomotive Reliability Center. He has created a strong management 
team and instituted regularly scheduled meetings that have been highly 
effective in making the LRC a smooth-running operation. 


Category 6: Cost effectiveness 


William Blevins, Carole Bluteau, Bill Collier, Alan Crossley, 
Johanne Dandurand, Bob Dunn, Peter Ford, Hugh McBride, 
Lucie Richard and Tom Wheatley 


The team has managed to reduce CN’s annual fuel expenses by over 

$10 million. They provided a strategic solution that will ensure long-term 
sustainable cost reductions and negotiating leverage for the company. 
This initiative demonstrated the value of establishing a highly effective 
cross-functional team in order to achieve CN’s goals. 


Category 7: Quality improvement 


Bill Mann 


Over a period of three years, Bill worked with the Customer Service Log — 
a process designed to identify recurring internal problems and store 
information regarding customer exceptions. This process takes complaints 
and turns them into opportunities. 


Category 4: Operational breakthrough 


Saleem Amleh, Brent Anderson, Darcy Bain, Cole Burbridge, 
John Caissie, Brent Champion-Taylor, Al Dickinson, Jerry 
Dunford, Garnet Dunn, Dave Ellis, Steve Gajerski, Wayne 
Genik, André Haaksma, Mark Horobec, Mariana Kelemen, 
Beverly Knudtson, Emma Korucuoglu, Rhonda Leavey, 
Chris Macht, Mario Moretto, Brad Norrad, Pearl Pinga, Len 
Podgurny, Emilio Prato, Jim Schultz, Mike Tamilia, René 
Thellend and Christian Viens 


This team simplified and accelerated transborder shipping through the 
elimination of all paperwork and the adoption of electronic processing and 
customs clearance. It introduced pre-processing and reduced waiting 
time at the border. 
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Ricardo Alejandre, Dave Craig, Emanuel Galea, Don Gallant, 
Manjit Gill, Brian Mollan, Pierre Rovtar, Larry Schamber 
and Dave Wilson 

The team identified many opportunities for improvement through process 
analysis and the setting and meeting of targets on a day-to-day basis. 


They were instrumental in increasing undercutter productivity, while at 
the same time reducing delays in customer traffic. 


Category 8: Environmental impact 


Yves Goulet 


Yves has brought together an environment committee which meets 
monthly to discuss and resolve issues. On an ongoing basis, he personally 
undertakes inspections of the facilities to ensure that the environmental 
protection measures have been instituted. 
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FINANCIAL HIGHLIGHTS 


30 Canadian National Railway Company 


1998 overview —Solid results despite a challenging environment* 
Performance for 1998 was characterized by revenue shortfalls from 
reduced grain volumes and labor disruptions affecting key customers. 
This lower-than-expected revenue performance was offset by the imple- 
mentation of successful cost management initiatives combined with 

the introduction of a comprehensive service plan. As a result, CN was 
able to achieve the following: 


Operating ratio betterment of 3.1 points to 75.5% on the strength 
of an 8% improvement in operating expenses; 


First year ever with operating income above $1 billion, 
a 9% increase over 1997; 


25% year-over-year increase in net income to $569 million; 


16% improvement in diluted earnings per share over 1997 
to $6.16; | 


36% reduction in accident rate over 1997; 
19% reduction in injury frequency rate over 1997; 


On-time performance of 89% and 84% for intermodal/automotive 
and merchandise trains, respectively; and 


Customer satisfaction index up 10 points to 77%. 


*Excludes cumulative effect of change in accounting policy, 1998 special charge, and 1997 gain on 
sale of interest in joint venture and discontinued operations. 
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“SELECTED RAILROAD STATISTICS* 


Year ended December 31, 1998 1997 1996 
Rail operations 
Fares Em eUEIN OS SITIOS) ico anor wee nue ees iae tia. hikari! ax seas nti g cas bamecnalc(iaws v4 pin ee 4,070 4,255 3,886 
Gros SetOMaMGS?( OI) [OMIS) mle cron ety ae Sr ete, cp ewe tient wie NA) Ea Se cs) A dat rd ah 216.5 228.4 208.3 
REVEMUEyLORUMIESI RIM HUIOHS) ment cetece anaabn ce Mrmr nccoussnvctudad theechonkenlne. 112,929 119,534 107,470 
ROLE NeS ICUGES: CanadalanGtnenls: Solan act ee ete ye hay ye ate ay be ie cee os abiding ees 13,741 15,292 17,124 
Operating expenses excluding special charges per RTM (Cents) .........0:ecceeeeeceneeeeneeeeneeees 2.76 2.84 3.15 
BH ame METHIC ICI ea CITES) 2 Vater sigan ciox cic bs cn te ae metic olla dnc Haha ae aie ohwisinsie siditiaae 3.60 3.56 3.62 
a Oca SU LOUSAHUS prea) erates ane tay wa nS ate Ae Atak ee IE ainsi eee Ment ae CR, 2,456 2,547 2,315 
errors Levene per Canladt($) 25, sscs ues ont Ytn a facudbnurse. arasisn tent estate ire omboradnwnes 1,657 1,671 1,679 
Diesel fuel consumed (Canadian gallons in MilliOns) ..........cccccce esse e en eneeeeeennneteeennnenes 234 272 259 
puerage tuenprice(s/Canagial GalONo.r ic o.dises Ge vr ods. sieeve sss cea endUenas et lockvuevberas. 1.08 i23 4:22 
Revenue ton miles per Canadian gallon of fuel consumed ........... 00: cece eee c eens een eneeeeeees 483 439 415 
HEEORMOL VEL DAcrOnGelmratlon(co) eeserer ea eat eel iancies frets aittanie Ulod wtatcste otsutde hla oad vbinn’ stoned 8.0 10.1 Ate. 
Freiiiticar bad OrGer (atlO: (96) 6 6s eae awane ad lesneernecansnac'g OD eee rea cs eid oge ricer BE 3.4 Su 4.0 
Productivity 
Operating ratio excluding special charges (%) ..........ccceseceenee dee e renee tees cents enneeenn eens 75.5 78.6 85.1 
Freight reventie per route: mile’ ($ THOUSANAS) oii.c. acer ctw nscnes rns tas eteeraurgeansrevererseshes 296 278 227 
Revenue ton miles per route mile (thOUSANdS) ....... 00. cc cece e cece ence ene tenes ee nteeeaneeeeeenens 8,218 7,817 6,276 
Freight revenue per average number of employees ($ thousands) ..........:ccseseceeeeeeeneeeeenees 189 187 161 
Revenue ton miles per average number of employees (thousands) ........2::cceccenccereeescenerens 5,249 5,243 4,466 
Employees 
MiB Denia biBHel OF VCAl me satis Ue tcuh cok cist on acc, hr lanes Fanon? meet sana Gnera ta «Wainredalee 19,198 21,081 21,589 
Avisregeupniiien GUNG VCatN sxc secideo¥. tine Besiow sees alecns Oeics mais eRe Delon dando nue rele nelenge céo 21,514 22,800 24,064 
Labor and snngebenents per NIM: (CORIS) 7 csacinec ten ern tee eedonsmra ws sasccyecs mae r¥s emiens vas? 1.14 1.11 1.31 
Injury frequency rate per 200,000 person NOUS "jue ee oc cv en vsede ese oop nnueasies braseenssiannbiite 1.3 1.6 2.1 
ACEIGENE Tale PEL MOM Wall) WINES 3. cer. canta carbs waat wigs terre hanncdans come zis conti yeslagcs 1.4 232 3.0 
Financial 
Debt to total capitalization ratio (% at end Of Year) 1.0... 0. cc ccsecc cree ene nncteceenttensenasensenes 45.0 29.4 33.0 
RERUN ASSeis ee AL CHIC OL WEAN) << dea lticcs ncastan ext onan tvencScincakaatess cares be nwion viii ss 5.9 6.7 5.3 


*Excludes Illinois Central Corporation. 
**Income from continuing operations before cumulative effect of change in accounting policy, adjusted to exclude special charges. 


Certain of the 1997 and 1996 comparative figures have been reclassified in order to be consistent with 1998 presentation. 
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PROGRESS ON KEY STRATEGIC 
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CN-IC merger 

In early 1998, CN and Illinois Central Corporation (IC) entered into a 
merger agreement whereby the Company went on to acquire all of 
the common stock of IC for a combination of cash and CN shares 
valued at approximately U.S.$2.4 billion. The IC shares purchased by 
CN were placed in a voting trust pending approval of the Company's 
control application by the U.S. Surface Transportation Board (STB). 
The STB approval, while expected verbally in March 1999 and in 
written form in May 1999, cannot be assumed. 

Combining CN and IC will create a stronger railroad to serve 
both carload and fast-growing intermodal markets. CN-IC is a perfect 
fit for customers. This shipper-driven transaction links the Atlantic, 
Pacific and Gulf of Mexico coasts to create the only truly North 
American railroad. It offers customers single-line access to major 
markets and six key ports in North America. Customers will benefit 
from new competitive options, improved service reliability, safer 
transportation, shorter transit times, better fleet utilization and car 
availability, enabling customers to reduce their overall logistics costs. 
CN and IC also plan new rail services to become more efficient 
within the Chicago area. 


The CN-IC merger will generate the following: 


Revenue synergies: The transaction will create revenue growth 
opportunities by extending length of haul and interchanging traffic 
with other railroads at more favorable gateways other than Chicago, 
as well as capturing traffic currently interchanged to other carriers. 
By developing efficient reload centers for large volume commodities, 
markets not accessible at either end of the combined CN-IC network 
will be within reach, opening new market opportunities in several 
business units. 


Cost synergies: The combination is also expected to enhance CN’s 
ability to reduce unit costs as it extends single-line hauls from both 
eastern and western Canada into and from the U.S. market, further 
improving equipment cycle times and availability. Further cost 
savings will also result from corporate overhead reduction as well 
as consolidation of yard and maintenance shops. 


Operating efficiencies: The merger is an end-to-end combination 
that will improve operating efficiencies, particularly in the area of 
asset utilization, without reliance on significant headcount reductions 
or network rationalization; 
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INITIATIVES 


15-year marketing alliance formed among CN, IC and KCSR 
This marketing alliance offers shippers pro-competitive connections 
to rail routes for their products and the ability to access more mar- 
kets through a coordinated rail service. The alliance links points in 
Canada with the major U.S. Midwest markets of Detroit, Chicago, 
Kansas City and St. Louis, along with the key southern markets of 
Memphis, Dallas and Houston. In addition, this alliance gives ship- 
pers access to Mexico through Kansas City Southern Railway (KCSR) 
affiliates. The companies coordinate sales and marketing, operations, 
fleets and information systems, but not for traffic movements where 
any two of them provide the only direct rail service. CN-IC-KCSR 


‘expect the marketing alliance to generate revenue and earnings 


growth and position them as the pre-eminent north-south rail carri- 
ers in the NAFTA corridor, where north-south transborder rail traffic 
has been growing annually at double-digit rates; 


Service plan 

Our goal is to provide safe, reliable, predictable service. Since imple- 
mentation, we have seen significant improvements in asset utiliza- 
tion and operating efficiency with longer trains, less horsepower per 
trailing ton, reduced train starts and expense reductions in labor, 
material and fuel. 

Currently, the focus is on trip plan compliance. Although only 
select flows are presently measured, eventually all traffic will be 
measured. We want to run our trains to an optimum schedule, with 
only minimal variance to the day-to-day plan. We are developing a 
product catalog that lists virtually every CN origin-destination com- 
bination. When we publish our service offering, and operate to 
schedule, we will provide a new level of precision for our customers. 

Customers have responded well to the concept of the plan, with 
transit times measured in hours, not days. Customers have also 
responded well to our goal of 90% plus on-time performance; 


Opening of Calgary intermodal terminal expansion 

A robust Alberta economy and a 37% increase in container traffic 
through Calgary last year has prompted CN to invest $8.7 million 

to double the capacity of its Calgary intermodal terminal. This termi- 
nal is strategically positioned to serve all major centers in North 
America over a rail network that provides single-line service within 
Canada and the United States, and with access into Mexico; 
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PROGRESS ON KEY STRATEGIC INITIATIVES 


Introduction of new electronic customs clearance systems 
CN introduced a new electronic data interchange process designed 
to report and clear international traffic with U.S. Customs and 
Canada Customs more efficiently. Rail shipments cross the border 
in either direction without delay, resulting in shorter transit times, 
improved customs reliability and reduced costs; 


Opening of new Network Operations Center 

The Company opened its new Network Operations Center in 
Edmonton. The facility is CN’s nerve center for train movements 
across North America. It is equipped with the best technology and 
communications facilities available, ensuring reliable and consistent 
service for the Company's customers; 


Opening of new Metals Distribution Center 

CN opened its new Metals Distribution Center north of Toronto in 
Concord, Ontario. This 65,000-square-foot, temperature-controlled 
facility offers customers transfer and storage services for a variety of 
metal products used in the automotive industry, appliance manufac- 
turing and construction markets. The Metals Distribution Center 
offers customers quick turnaround times in the highly competitive 
steel market. Distribution centers are playing an increasingly impor- , 
tant role as metal producers specialize in their product lines and 
customers seek one-stop shopping and flexibility to order small 
quantities. Steel and aluminum products are transloaded between 
railcars and trucks for delivery to the final destination; 


Conclusion of haulage agreement with 

Wisconsin Central Transportation Corporation 

CN and two operating subsidiaries of Wisconsin Central Transportation 
Corporation (WC) have concluded a long-term agreement under 
which WC will provide haulage services for CN’s carload and bulk 
commodity trains between Superior, Wis., and Chicago, Ill. The agree- 
ment is for not less than 20 years and is renewable. The agreement 
calls for accelerated running times, includes a performance-based 
fee structure and provides for WC to make capacity improvements 

in the Superior-Chicago corridor; 
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Haulage agreement reached between CN and BC Rail 

This haulage agreement is to expand the market reach of grain origi- 
nating at Dawson Creek and Fort St. John, B.C. and destined for 
export from the ports of Prince Rupert and Vancouver. The haulage 
agreement applies to grain traffic originating on one carrier's line 
but carried over the other railroad’s line before reaching either 
Prince Rupert or Vancouver; and 


Network rationalization program 

CN's goal, announced during the IPO, was to rationalize its system 
by restructuring 6,000 miles of track, while creating an efficient 
short-line railroad feeder network. In 1998, approximately 1,500 
miles of track were restructured, bringing the total to date to nearly 
5,300 miles. The following transactions were concluded in 1998: 


Grande Prairie, Grande Cache and Smoky Subdivisions — 364 
miles of track, located north of Jasper, Alberta, serving shippers in 
the coal, forest, industrial products and grain industries, were trans- 
ferred to Genesee Rail-One; 


Coronado, Bonnyville and Lac La Biche Subdivisions — 245 miles 
of track located northeast of Edmonton, serving shippers in the 
grain, forest products and chemical industries, were transferred 

to RaiLink, Ltd.; 


Matane, Mont-Joli and Montmagny Subdivisions — 132 miles of 
track linking Matane to Riviére-du-Loup, Quebec, serving shippers in 
the aluminum, forest products and newsprint industries, were trans- 
ferred to the Quebec Railway Corporation; and 


Guelph and Fergus Subdivisions— 103 miles of track between 
Silver, near Brampton, and London, Ontario, serving shippers in the 
chemical and automotive industries, were transferred to RailTex Inc. 
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MANAGEMENT‘’S DISCUSSION AND ANALYSIS 


Management's discussion and analysis relates to the financial condition and results of operations of Canadian National Railway Company (CN) 
together with its wholly-owned subsidiaries, including Grand Trunk Corporation, which holds the investment in Illinois Central Corporation (IC). 
As used herein, the word “Company” means, as the context requires, CN and its subsidiaries and IC. CN’s common shares are listed on the 
Toronto, New York and Montreal stock exchanges. Except where otherwise indicated, all financial information reflected herein is expressed in 
Canadian dollars and determined on the basis of United States generally accepted accounting principles (U.S. GAAP). 


Financial results 


1998 compared to 1997 

The Company recorded consolidated net income of $266 million ($2.91 
per share) for the year ended December 31, 1998 compared to consoli- 
dated net income of $1,040 million ($12.22 per share) in 1997. Diluted 
earnings per share were $2.88 for the current year compared to $12.06 
for the year ended December 31, 1997. 

The 1998 and 1997 results of operations included several items of 
a non-recurring nature, namely the 1998-special charge of $590 million 
($345 million after tax) and the after-tax cumulative effect of a change 
in accounting policy for pension costs ($42 million) and track replace- 
ment costs ($589 million) in 1998 and 1997, respectively. The 1997 results 
of operations also included a gain on sale of the Company’s interest in 
a joint venture of $21 million ($12 million after tax). 

Excluding the non-recurring items, the Company recorded consoli- 
dated net income of $569 million ($6.22 per share) for 1998 compared 
to $439 million ($5.16 per share) in 1997. Diluted earnings per share, 
excluding such items, were $6.16 for the current year compared to $5.09 
($5.31 per share for income from continuing operations) in 1997. 

Revenues for 1998 totaled $4,121 million, a decrease of $201 mil- 
lion, or 5%, from the comparable 1997 level. The decline was mainly 
attributable to grain and grain products and automotive. The Company 
undertook or accelerated several initiatives to allay the impact of the 
1998 decline in traffic volumes which led to overall cost reductions of 
$282 million, or 8%, from 1997. The initiatives included a focus on 
improving asset utilization, fuel consumption and yard operations. 
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Operating income was $418 million for 1998 compared to $927 mil- 
lion in 1997, a decrease of $509 million. Excluding the 1998-special 
charge, operating income was $1,008 million for 1998, an increase of 
$81 million, or 9%, over 1997. The operating ratio, excluding the 1998- 
special charge, improved year-over-year from 78.6% to 75.5%. 

The consolidated net income for 1998 includes several items related 
to the acquisition of IC, including interest expense of $117 million 
($68 million after tax) as well as equity in earnings of IC of $105 million. 
The total impact of the interest and equity in earnings of IC had the 
effect of increasing the consolidated net income by $37 million for 1998. 

The 1998 consolidated financial statements reflect, effective January 1, 
1998, the Company's change in its accounting policy relating to-account- 
ing for pension and post-retirement benefit costs in accordance with 
the provisions of Statement of Financial Accounting Standards (FAS) 87, 
“Employers’ Accounting for Pensions,” FAS 106, “Employers’ Accounting 
for Post-retirement Benefits Other than Pensions,” and the adoption of 
Statement of Position (SOP) 98-1, “Accounting for the Costs of Computer 
Software Developed or Obtained for Internal Use.” See Note 2 to the 
annual consolidated financial statements for the effects of accounting 
policy changes. 


Revenues 

Revenues for the year ended December 31, 1998 totaled $4,121 million. 
The decrease from 1997 was mainly attributable to grain and grain 
products and automotive. Revenue ton miles declined by a corresponding 
6% when compared to 1997. Revenue per revenue ton mile for the year 
increased 1% to 3.60 cents in 1998. 


U.S. GAAP 


MANAGEMENT’S DISCUSSION AND ANALYSIS 


Year ended December 31, 1998 1997 1998 1997 1998 1997 
Freight revenue 
Revenues Revenue ton miles per revenue ton mile 
In millions In cents 
ane@istrialbprOULCtSiaat ones aster te tiovew nonin aetlcc eae ete oe Rate SERCH ane $ 874 $ 863 23,095 22,870 3.78 3.77 
ROTESE DIOCUIGLS tty. 85 sy mete darec tear Meee SRR bore MPEG ce ur lug 851 824 22,977 22,784 3.70 3.62 
Grain and grain products ..........0..cceseee ee Sirie nomena nak OE a Satoh 554 692 18,937 24,676 2.93 2.80 
Gr MStTUE ANC ENN ZENS Sirs tico racine welcea aussie cticeal Aine mevuhanws 644 665 25,830 26,568 2.49 2.50 
WitchmOd are ese ietros csi ter acen ics osc ma menlsenesuitch “ohacirelacun chen cen 762 776 19,913 19,541 3.83 3.97 
PAULOINGENVE ieictterienn eee Magar Sala VOR VEh ela tin wa avTaie nie lotions gles 385 435 2,177 3,095 17.68 14.05 
Othereitamis eer eR re er oie caer duc lenitmie eedwcd sek vate 51 67 - - - = 
TOLLS. Ron s cue m gre tre ges op an ScPRe Rese: aeEcR ee eeIne. cc eR EET RECCRE MeReCReIe $4,121 $4,322 112,929 119,534 3.60 3.56 


(1) Principally non-freight revenues derived from third parties. 


Industrial products — Revenues increased by 1% and 

volumes increased by 1% 

Revenues increased by $11 million over 1997. The 1998 growth was 
largely attributable to strength in petroleum products traffic, particularly 
plastics and fuel oils, and in metals shipments generated by pipeline pro- 
jects in western Canada, as well as an improvement in aluminum traffic 
as a result of strong market conditions in the United States. These gains 
were partially offset by softness in the chemicals markets and the impact 
of the Company's network rationalization program. Revenue per revenue 
ton mile remained relatively flat as compared to 1997. 


INDUSTRIAL PRODUCTS 


Forest products — Revenues increased by 3% and 

volumes increased by 1% 

Revenues increased by $27 million over 1997. The 1998 growth was 
driven by increased lumber and panels traffic due to continued strength 
in U.S. housing activity and market share gains. Partially offsetting these 
increases were a six-month strike at a major North American paper pro- 
ducer and the impact of the Company's network rationalization program. 
The increase in revenue per revenue ton mile of 2% was mainly due to 

a shift in traffic patterns and the weakness in the Canadian dollar. 


FOREST PRODUCTS 


Percentage of revenues Carloads In thousands Percentage of revenues Carloads In thousands 
= = = 
Ba fad i 

39% Metals and construction materials 94 95 96 97 98 40% Lumber 22% Paper 94 95 96 97 98 

31% Chemicals 28% Fibers 10% Panels 

30% Petroleum products 


U.S. GAAP 
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Grain and grain products — Revenues decreased by 20% and 
volumes decreased by 23% 

Revenues decreased by $138 million from 1997. The 1998 decline reflected 
a very strong comparative year in 1997 due to the 1996/1997 bumper 
crop and softness in export markets for wheat and feed grains. Canola oil 
and seed shipments improved throughout the year, consistent with over- 
all market strength. The revenue per revenue ton mile improvement of 
5% was mainly due to the regulated rate increase of 2% on export grain 
effective August 1997, as well as a decline in longer haul export traffic. 


GRAIN AND GRAIN PRODUCTS _ 


Percentage of revenues  Carloads inthousands 


Intermodal — Revenues decreased by 2% and 

volumes increased by 2% 

Revenues decreased by $14 million from 1997. The 1998 decline in the 
domestic segment was due to weaker shipments to western Canada, as 
well as the adverse effect of customers’ concerns regarding a potential 
strike at the Company during labor negotiations, which were concluded in 


_ the latter part of the third quarter. Partially offsetting domestic weakness 


was strength in overseas traffic, particularly imports through the west 
coast. The decrease in revenue per revenue ton mile of 4% was largely 
due to a shift to longer haul traffic, particularly in the overseas market. 


INTERMODAL 


Percentage of revenues ~ 


12% Feed grains 
14% Other grains — 


48% Wheat 
26% Oilseeds 


62% Domestic 
38% Overseas - - 


Coal, sulfur, and fertilizers— Revenues decreased by 3% and 
volumes decreased by 3% 

Revenues decreased by $21 million from 1997. The 1998 decrease was 
mainly attributable to lower coal export traffic as a result of weak 
international coal markets, particularly from reductions in Asian steel 
production. Continued excess supply in the international sulfur market 
also contributed to the decline. Lower overall Canadian potash exports 
led to a decline in potash revenues partially offset by new sourcing from 
western Canada following a mine closure in eastern Canada. Revenue 
per revenue ton mile remained relatively flat as compared to 1997. 


COAL, SULFUR, AND FERTILIZERS - - AUTOMOTIVE 


Automotive —- Revenues decreased by 11% and 

volumes decreased by 30% 

Revenues decreased by $50 million from 1997. The 1998 decline was due 
primarily to the impact of a June and July strike at a major U.S. automo- 
bile manufacturer, reduced production at a major Company-served auto 
plant due to retooling, and a corporate decision to shed unprofitable busi- 
ness. The increase in revenue per revenue ton mile of 26% was driven by 
changes in customer distribution patterns, a corporate decision to shed 
unprofitable business, and weakness in the Canadian dollar. 


Percentage of revenues — -— Carloads -__Inthousands - Percentage of revenues _ - Carloads  Inthousands 
1% 
49% Coal ~ 19% Fertilizers 94 O59 97 78% Finished vehicles 1% Agricultural 94 95 = 96 98 
22% Potash 10% Sulfur 21% Vehicle parts imports and : 
: : miscellaneous 
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U.S. GAAP 


MANAGEMENT'S DISCUSSION AND ANALYSIS 


Operating expenses 
Total operating expenses amounted to $3,703 million in 1998 as 
compared to $3,395 million in 1997. Operating expenses, excluding 


the special charge, amounted to $3,113 million in 1998, a decrease of 


$282 million, or 8%. 


Dollars in millions Year ended December 31, 1998 1997 

% of % of 
Amount revenue Amount revenue 
abo mand ince Denetitss. cect cine, 6 hae frees sac Sey mene ter sya sscaien pnisatriegn wesc phate rise sibiea $1,293 31.4% $1,327 30.7% 
UBSOIEL 5 STR a exe ti gic ee Men me say prc eat ate AOE CRNAs tr RE BEC acne ich ae Men Se ae el 215 5.2% 262 6.1% 
FUOTELIO RAMS a SA aot Bibi ei A ELE Si aera aa REND Se Aes 2 SA a oe ee A Ce te 243 5.9% 326 7.5% 
PEMICElAON-aNGLaMONLIZOMOM wera wte eee ule eoee Waterton on itera a cletridaters eraicit cia otrin alattia rays wie obaeais njsioalelns ata eiais 316 7.7% 315 7.3% 
ODGIIO pax eswearer erm aas tence etna cin ean dohia at Melasteiiaatat amen cleave ant Majpeia mais awin clin cteedtamnit ala 170 4.1% 186 4.3% 
Equipmentirentall aescrenecwoareaanse sence ey at SN Pg GREELY SER ree Ne Se ae rar Na 207 5.0% 214 5.0% 
RUST eAtisAKGe oe fa oe eycaincestecr eta aia ieterN ate x Gas ptarattisabaicix ealens sve ais tucine tages areaiars xraln meta ateone a aineatu asta lea elofeeiayiee a 83 2.0% 116 2.7% 
RUECHASRUESENVICES has emicaememoniece cere Stee ce he oe leis arse meie ais elemeptem alte tantna sat winter eaereyh e cieiyeleys mers eave pave 325 7.9% 356 8.2% 
fel seie CV ANG NOSUANGE en rere scent ehtemta th ceatsRinte eins dissec ridaistalesiad@htemer rare sie slew ih rae ties cicutesh veitiajsb.eiselws 66 1.6% 70 1.6% 
(UIGTE ahi cp naacicarn tt Ose Ine SCRA CIS I Mer OneRCE Ute SOA BORE Ean ce ON ae BS a CME one ae eon 195 4.7% 223 5.2% 
3,113 75.5% 3,395 78.6% 

SHPIMCN ALCOR Meant MWe Ren cotmnnatis nuaka ian cevint tin ahtiicdn nies Ban cto Cand DED RUNG hiteirnne cpiisierit aw slenniclen’s 590 = 

NO EABODELAUMONEXPENSES eta tac on os crn titan aioe sheeizciaqense mess nead Tole care ais aa laftemneln ade a Galtarnisiaaipurcelelbieje wyeivaletbe vars $3,703 $3,395 


Labor and fringe benefits: Labor and fringe benefit expenses decreased 
by $34 million, or 3%, during 1998. The decrease was largely attributable 
to lower volumes, the impact of the Company's downsizing efforts, as 
the average number of employees declined from 22,800 in 1997 to 
21,514 in 1998, and an increase in capitalization due to a higher propor- 
tion of the workforce assigned to capital projects. Partially offsetting 

the decrease in labor and fringe benefits expense were wage increases 
and higher pension expense, mainly attributable to benefits related to 
the new collective agreements, as well as an adjustment to workers’ 
compensation expense following a comprehensive study of the account- 
ing for these costs. 


Material: Costs of material consumed during 1998 were $47 million, 

or 18%, lower than in 1997, mainly as a result of the Company's net- 
work rationalization initiatives, the capitalization of certain costs related 
to locomotive refurbishments as well as the temporary closure of certain 
repair facilities. 


Fuel: The decline in the average price of fuel of 12% (including the 
effects of the Company's fuel hedging program) as well as reduced vol- 
ume fevels and a 10% improvement in fuel efficiency largely produced a 
decrease in fuel expense for 1998 of $83 million, or 25%, over 1997. 


Depreciation and amortization: Depreciation and amortization expense 
remained relatively flat in 1998 as the increased depreciation expense 
related to the 1998 capital additions, as well as the acquisition of new 
locomotives in the latter part of 1997, was offset by the effects of lower 
depreciation rates for certain track assets commencing in 1998. 


U.S. GAAP 


Operating taxes: Operating taxes decreased by $16 million, or 9%, 
during 1998, mainly as a result of a decrease in diesel fuel taxes and 
municipal property taxes. 


Equipment rental: These expenses decreased by $7 million, or 3%, 
in 1998, largely as a result of an increase in locomotive short-term 
lease income. 


Net car hire: Car hire costs decreased by $33 million, or 28%, in 1998, — 
due mainly to decreased car hire expenses on covered hopper grain cars, 
decreased volumes and improved asset utilization. 


Purchased services: Costs of purchased services decreased by $31 mil- 
lion, or 9%, in 1998, largely as a result of lower professional fees, cost 
reductions on a locomotive maintenance contract, lower vehicle leasing 
costs and deadheading costs. This was partially offset by decreased cost 
recoveries related to joint facility projects and increased costs related to 
detouring traffic as a result of the 1998 ice storm in eastern Canada. 


Casualty and insurance: These expenses decreased by $4 million, or 6%, 
during 1998, mainly as a result of an improved safety record, lower costs 
of train accidents and legal claims related to injuries to persons. The 
decrease was partially mitigated by a 1997 recovery from a third party. 


Other: These expenses decreased by $28 million, or 13%, in 1998 com- 
pared to 1997, mainly due to the capitalization of certain costs related 
to information technology system development projects, decreased utility 
costs, higher recoveries from third parties and the write-off of certain 
accounts receivable in 1997. 
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Special charge: The Company recorded a $590-million pre-tax charge 
($345 million after tax) to operations in the third quarter of 1998 for 
workforce reduction plans aimed at reducing future operating costs and 
increasing productivity. The charge includes severance and other payments 
to be made for approximately 3,000 reductions, 1,400 of which occurred 
in 1998, with the remainder planned to be completed before the end of 
1999. Labor productivity and operating efficiency initiatives span the 
entire organization with reductions in the administration, transportation, 
engineering and equipment functions. 


Other 

Interest expense: \nterest expense for the year ended December 31, 
1998 was $242 million compared to $117 million in 1997, an increase of 
$125 million. The increase reflects the impact of the financing related to 
the acquisition of IC, as well as the financing related to the locomotive 
upgrade program and other capital leases, which was partially offset by 
repurchases of some of the Company’s outstanding long-term debt in 
the latter part of 1997. 


Equity in earnings of Illinois Central Corporation: The Company applies 
the equity method of accounting for its investment in IC. Accordingly, 
equity in the earnings of IC of $105 million was recorded in 1998. 


Other income: Other income for the year ended December 31, 1998 
was $43 million, a decrease of $19 million from 1997. The decrease was 
mainly due to the second-quarter 1997 gain on sale of the Company’s 
interest in a joint venture of $21 million. 


Foreign exchange loss: Effective April 1, 1998, the Company designated 
U.S.$1.8 billion of its U.S. dollar denominated long-term debt as a foreign 
exchange hedge of its net investment in IC. Effective June 4, 1998, and 
corresponding with the completion of the second step of the IC acquisi- 
tion, the Company increased that designated amount to include all of 

its U.S. dollar denominated debt. The result is that unrealized foreign 
exchange gains and losses, from the date of designation, on the transla- 
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tion of the Company's U.S. dollar denominated debt, are included in 
Accumulated other comprehensive income, along with the unrealized 
foreign exchange gains and losses on the translation of the Company's 
net investment in IC, which forms part of Shareholders’ equity. 

The Company recorded a foreign exchange loss of $26 million for 
1998 compared to a loss of $38 million in 1997. The decreased foreign 
exchange loss resulted largely from both the effect of the changes in the 
value of the Canadian dollar on the Company's U.S. dollar denominated 
long-term debt and operations, and the Company’s designation of a 
hedge of the net investment in IC with the U.S. dollar denominated 
long-term debt. 


Income tax expense from continuing operations: Income tax expense 
for the year ended December 31, 1998 was $74 million compared to 
$365 million for the year ended December 31, 1997. The effective income 
tax rate for 1998 was affected by the Company's equity in earnings of IC. 
Excluding the equity in earnings of IC and the special charge, the effec- 
tive income tax rate was 40.7% in 1998. The effective tax rate in 1997 
was 43.8%. 


1997 compared to 1996 

The Company recorded a consolidated net income of $1,040 million 
($12.22 per share) for the year ended December 31, 1997 compared 
to consolidated net income of $846 million ($9.96 per share) in 1996. 
Diluted earnings per share were $12.06 per share for 1997 compared 
to $9.85 per share in 1996. 

Operating income was $927 million for the year ended December 31, 
1997 compared to $223 million in 1996, an increase of $704 million. 
Excluding the 1996-special charge of $365 million, the operating income 
for the year ended December 31, 1996 was $588 million. There was a 
$366 million, or 9%, increase in revenues and a $27 million, or 1%, 
increase in operating expenses, excluding the 1996-special charge. The 
operating ratio, excluding the 1996-special charge, improved from 85.1% 
in 1996 to 78.6% in 1997, a 6.5-point betterment. 


U.S. GAAP 


MANAGEMENT’S DISCUSSION AND ANALYSIS 


Revenues 
Revenues for the year ended December 31, 1997 totaled $4,322 million, 
an increase of $366 million, or 9%, from the comparable 1996 level. The 


increase was attributable to all business units, with grain and grain prod- 
ucts at 23%, intermodal at 15% and automotive at 12% leading the 
way. Revenue ton miles increased by a corresponding 11%. 


Year ended December 31, 1997 1996 1997 1996 1997 1996 
Freight revenue 
Revenues Revenue ton miles per revenue ton mile 
In millions In cents 
PAELIStH AR RSOGUCES = icc cnctia sak Scam ea bbion nuiiaiianen in Netopia reatmeeariney $ 863 $ 827 22,870 21,698 3.77 3.81 
EORESHIPLOCUELS sae ena thts Teen petra ns a aiaaicj ee Cat rare aisles Some MORE aaa oe 824 787 22,784 21,297 3.62 3.70 
iramiraniGralnsProductSinsat Lar cmaccacess cence wacenenina octets sctepasbanceen 692 564 24,676 20,755 2.80 2.72 
Pers HUTA MCNEINZC(S Max gecdig ncce hace teak caine cic derserasczemcns miseries ts 665 642 26,568 24,583 2.50 2.61 
ALCUMOM A ER GE cies saints icra cate cohlee ae ctoatn gta b enacelnvemmee as asi 776 677 19,541 16,507 3197, 4.10 
PRERECIINAL EI pete strrccsaticets otarntere x mmtents tote are cee sect alos acismvsrahiinrs aicttia os eciels wterala gee tabs 435 389 3,095 2,630 14.05 14.79 
SVENGIILEMIS cae Namen ce caemwian ea vast aM ans ne clevicomnerayehie ren gchar onteaa 67 70 - - - - 
HO Vctlnmr rere catenin cick on. Shean stole ge ae stems TAN Selena venstnivinalvivatinreats atl eats $4,322 $3,956 119,534 107,470 3.56 3.62 


(1) Principally non-freight revenues derived from third parties. 


Industrial products — Revenues increased by 4% and 

volumes increased by 5% 

The 1997 growth was mainly due to volume increases in the metals 
and petroleum products segments. Growth in the metals segment 
reflects market share gains, strong U.S. market demand for aluminum, 
and increased pipe movements to western Canada for pipeline construc- 
tion and municipal development. Strong plastics demand contributed 
to growth in the petroleum segment. Moderate gains were made in 
the industrial chemical and petrochemical segments. The decline in 
yield of 1% resulted from traffic mix changes and the effect of the 
Ultratrain operation. 


: 


Forest products — Revenues increased by 5% and 

volumes increased by 7% 

The improvement was due to increases in all forest products segments. 
Lumber traffic grew significantly due to a stronger U.S. housing market 
and successful market share gains. Growth in panels reflected the impact 
of various new oriented strand board mills which began production 

in 1996/1997. Improved market conditions and market share gains in 
newsprint relative to trucking contributed to the strength in the pulp 
and paper segment. The reduction in revenue per revenue ton mile 
resulted from increases in longer haul traffic. 


Grain and grain products — Revenues increased by 23% and 
volumes increased by 19% 

The improvement is due to the 1996/1997 bumper grain crop compared 
to the previous year, continued strength in third and fourth-quarter grain 
sales, and the regulated rate increases of 7.1% and 2% effective August 
1996 and 1997, respectively. Revenue per revenue ton mile increased by 
3%, primarily due to the rate increases, although these gains were par- 
tially offset by increases in longer haul traffic and increased haulage fees 
as a result of the Company’s network rationalization program. 


U.S. GAAP 


Coal, sulfur, and fertilizers - Revenues increased by 4% and 
volumes increased by 8% 

The increase reflects growth in the potash, coal and fertilizers segments. 
Growth in potash revenues was primarily a result of strong demand 
conditions both in U.S. and offshore markets. Increases in the coal seg- 
ment’s revenues reflect significant gains in domestic coal movements 
and limited growth in coal export traffic, as well as new spot petroleum 
coke export moves from northern Alberta. The decline in yield of 4% 
was driven by changes in traffic mix in potash and coal. 


Intermodal — Revenues increased by 15% and 

volumes increased by 18% 

The increase reflects an improvement in the Company's market position 
as well as a strong economy generating healthy growth in domestic 
and, in particular, overseas market segments. The Company was able 

to capitalize on this growth partly as a result of on-time performance 
and service reliability improvements. Contributing to the yield decrease 
of 3% was the shift to longer haul traffic, particularly in overseas 
markets, and increased cartage charges. 


Automotive — Revenues increased by 12% and 

volumes increased by 18% 

The strength in the automotive business unit was due, in part, to double- 
digit growth in Canadian motor vehicle sales and moderate gains in U.S. 
sales. New contracts were signed for finished vehicles destined for the 
United States and parts traffic inbound to Ontario. The drop in revenue 
per revenue ton mile of 5% is attributable to a change in traffic mix. 
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Operating expenses 
Total operating expenses amounted to $3,395 million in 1997 as com- 
pared to $3,733 million in 1996, including a special charge of $365 mil- 


lion. Excluding the 1996-special charge, operating expenses in 1997 
increased by $27 million, or 1%, from 1996 while revenue ton miles 
increased by 11%. 


Dollars in millions Year ended December 31, 1997 1996 

% of % of 
Amount revenue Amount revenue 
Labor:and'fringe’beriefits 2-2 osc can aac Satna eat oa odig seein rms Nem ects soe eoaiecTase epee eta stattaet rar eer eaters ate eae $1,327 30.7% $1,404 35.5% 
Material. iiciiicchaesetctieossic o anis is ainct Spo Siete Nene Share w aslacd ciate Somecncfaca a aio ste etigaterm pret rcietee nee ny mee nee ere ae 262 6.1% 295 7.5% 
Ruled =. cata Snsnedigug dite oidconasethn vangpai te ned cea ere ie ate oa amare are a ee oh ecto ae ear ace ee ea 326 7.5% 314 7.9% 
Depreciation and amortization: ...2. 5262 ces secs cece scheme eae con alan det aman eee sae iae oahrdeeheas aan seats 315 7.3% 193 4.9% 
Operating taxes cuss ce ab crtes cas cuaihe ma ate cutis nas ode aia extarsma see Reigeu GIs he late Mere Ca acaer te einer a 186 4.3% 171 4.3% 
Equipment rental, «ee icin Sah cat sata cta eae ec atone he aah elie Uricre clan Rates hoa Nester Sno ao an teeter can 214 5.0% 216 5.5% 
Net car hire ....... ARIAT, SoRice ooh vaso Ge han ey as a Me cle irs Sarah aba Rtalnclt AU. PANE ME OR Mo cee eta a aa ner 116 2.7% 108 2.7% 
Purchased Services 54. oss crac sade acco cearsasse ouisisis ine eavuobeio ore asa a nia Tole inet pte Bree Webco anette eS 356 8.2% 348 8.8% 
Casualty anid: inistirance ess a cseste vagemnenin a suuctiena mola m radical onal Mena maa re OR each eae ee ey ees 70 1.6% 61 1.5% 
(012 ee Etre Rend ta nr srieuemAUBei icin ocr Incicisiotinioriarincrmcubecher mace bUAGoe acter ORG? 223 5.2% 258 6.5% 
3,395 78.6% 3,368 85.1% 

Special: charge: cssis scarce cronies siatesjerctala ain notes sin eisisiareinlatetera estore aleraltoesetao a eleleude aeaiste pace aatatecis alta nie cetera un Nera = 365 

Total Operating EXPENSOS 15.6. ot az. samcNaa soviaen oasis oh teat weacleataeor vee nay eee Ee aeRO $3,395 $3,733 


Labor and fringe benefits: These costs decreased by $77 million, or 5%, 
in 1997. The 1997 change in accounting policy related to track replace- 
ment costs was a major factor related to the 1997 decrease in labor and 
fringe benefit costs. The Company's downsizing initiatives also played a 
role in the decreased labor cost. Partially offsetting these decreases were 
major volume increases in 1997 and severe winter weather conditions 

in the first quarter of the same year. Labor productivity, as measured by 
revenue ton miles per average number of employees, improved by 17% 
to 5.2 million. 


Material: Costs of material consumed during 1997 were $33 million, or 
11%, lower than in 1996. The 1997 change in accounting policy related 
to track replacement costs and the Company's continued aggressive 
sourcing initiatives and efficiencies arising from shop consolidation were 
major factors related to the 1997 decrease in material expenses. Partially 
offsetting these decreases were increased costs associated with the 
severe winter conditions in early 1997 and to costs incurred under the 
winter readiness program in the latter part of the year. 


Fuel: The combined effect of price and traffic volume increases more 
than cffset fuel efficiency savings and the effect of the 1997 change in 
accounting policy related to track replacement costs, leaving a net 
increase in fuel costs of $12 million, or 4%, compared to 1996. 


Depreciation and amortization: The 1997 change in accounting policy 
related to track replacement costs, as well as the acquisition of high- 
productivity locomotives in late 1996 and in 1997, under the locomo- 
tive upgrade program, were the main factors behind the increase of 
$122 million, or 63%. 
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Operating taxes: Increased provincial sales taxes, due to a one-time 
recovery in the third quarter of 1996, as well as increases in municipal 
and fuel taxes, accounted for the $15 million, or 9%, increase in operat- 
ing taxes in 1997. 


Equipment rental: Such costs decreased by $2 million, or 1%, compared 
with 1996 due mainly to additional short-term leases required as a result 
of increased volumes. This was more than offset by the acquisition of 
cars previously under operating leases and the 1997 change in accounting 
policy related to track replacement costs. 


Net car hire: Car hire costs increased by $8 million, or 7%, from 1996. 
The increase was due primarily to. additional per diem car mileage pay- 
ments as a result of increased traffic volumes, mainly in intermodal. 


Purchased services: Costs of purchased services increased by $8 million, 
or 2%, from the 1996 level, due mainly to increased expenditures for pro- 
fessional services and contracted repairs partially offset by the impact of 
the 1997 change in accounting policy related to track replacement costs. 


Casualty and insurance: Costs increased by $9 million, or 15%, due 
mainly to increased provisions for legal claims related to injuries to per- 
sons and a 1996 $12-million recovery of insurance premiums associated 
with the liquidation of the Company's interest in an industry insurance 
association. This increase was partially mitigated by a decrease in the 
costs related to train accidents and the impact of the 1997 change in 
accounting policy related to track replacement costs. 
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Other 

Interest expense: Interest expense was $117 million in 1997 compared 
to $113 million in 1996, an increase of $4 million, or 4%. This increase 
reflects the impact of the financing related to the locomotive upgrade 
program offset by the repurchase of some of the Company's outstanding 
long-term debt. 


Other income: Other income for the year ended December 31, 1997 was 
$62 million compared to $41 million in 1996. The increase was due 
mainly to the second-quarter 1997 $21-million gain realized on the sale 
of the Company’s joint-venture interest in Halterm Limited and other 


property sales. 


Foreign exchange (loss) gain: Foreign exchange loss amounted to 

$38 million in 1997 compared to a foreign exchange gain of $3 million 
in 1996. The 1997 loss was due largely to the effect of changes in the 
value of the Canadian dollar on the Company's U.S. dollar denominated 
long-term debt. 


Income tax (expense) recovery from continuing operations: Income tax 
expense was $365 million in 1997 compared to a recovery of $694 mil- 
lion the preceding year. In 1996, the Company reversed its previously 
recorded valuation allowance. 


Discontinued operations: Consistent with the Company's plans to 

focus resources on operating a transportation network, in late 1997, the 
Company adopted a formal plan to exit its telecommunication business 
operated by a subsidiary. The loss from discontinued operations (net of 
applicable income taxes) which includes the current year loss, as well as 
a provision for future losses from the discontinued operations, amounted 
to $18 million for 1997. Discontinued operations (net of applicable 
income taxes) provided income of $14 million in 1996 due primarily to 
the gain on sale of CN France S.A. 


Extraordinary item: The charge to operations of the costs to redeem or 
repurchase debt in 1996 amounted to $16 million. 


Liquidity and capital resources 


Operating activities: Cash provided from continuing operations was 
$1,237 million for the year ended December 31, 1998 compared to 

$921 million for 1997. Cash from continuing operations includes proceeds 
of $219 million received as a result of the Company's sale of accounts 
receivable. Income from continuing operations, excluding non-cash items, 
generated cash of $1,110 million in 1998, down from $1,158 million in 
1997. A significant portion of the cash generated in 1998 was consumed 
by payments with respect to workforce reductions of $187 million. As a 
result of these payments, as well as the 1998 workforce reduction pre- 
tax special charge of $590 million, which includes $36 million related 

to a pension curtailment, the workforce reduction accruals have been 
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increased to $825 million as at December 31, 1998. Cash payments 
with respect to workforce reductions are expected to be approximately 
$235 million in 1999. 

Cash tax payments were $18 million for the year ended December 31, 
1998, consisting primarily of Canadian Federal Large Corporations Tax. 
As at December 31, 1998, the Company had net loss carryforwards and 
other temporary differences for Canadian federal tax purposes such that 
it does not expect to make any significant cash payments for Canadian 
federal income taxes prior to 2000. 


Investing activities: Cash used in investing activities in 1998 amounted 
to $3,299 million, net of proceeds from disposals of $54 million. Investing 
activities include $2,608 million related to the first-step acquisition of 
75% of the outstanding shares of IC capital stock in March 1998. Capital 
expenditures, excluding items financed under capital leases, amounted to 
$744 million in the year ended December 31, 1998, an increase of 22% 
over 1997. Capital expenditures included roadway renewal, rolling stock 
and other capacity and productivity improvements. The Company antici- 
pates that capital expenditures for 1999 will be approximately $700 mil- 
lion, excluding capital expenditures of IC and capital expenditures 
related to the integration of CN and IC. This will include funds required 
for ongoing renewal of the basic plant and other acquisitions and invest- 
ments required to improve the Company's operating efficiency and cus- 
tomer service. 

As at December 31, 1998, the Company had commitments to acquire 
locomotives and freight cars at a cost of $149 million, rail at a cost of 
$43 million, railroad ties at a cost of $44 million, automotive equipment 
at a cost of $15 million and intermodal equipment at a cost of $2 million. 


Dividends: The Company paid four quarterly dividends to its sharehold- 
ers at the rate of $0.265 per share per quarter and in the overall amount 
of $99 million during 1998. 


Financing activities: Financing activities provided cash of $2,059 million 
for the year ended December 31, 1998. Issuance of long-term debt was 
used for the acquisition of IC common shares. The initial financing 
included a U.S.$800 million one-year term loan facility and a U.S.$800 mil- 
lion draw-down on a five-year revolving credit facility. In addition, capital 
lease financing was used for the acquisition of equipment, including new 
locomotives under the locomotive upgrade program. In June 1998, the 
Company initiated a commercial paper program. The Company has since 
fully repaid the one-year term loan facility and reduced its draw-down 
on the five-year revolving credit facility with proceeds from the issuance 
of U.S.$925 million of long-term debt and from the issuance of additional 
commercial paper. The commercial paper program enables the Company 
to issue commercial paper up to a maximum aggregate principal amount 
of $600 million, or the U.S. dollar equivalent, and is supported by the 
revolving credit facility. As at December 31, 1998, the Company had 
$532 million (U.S.$347 million) of commercial paper outstanding. 
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Acquisition of Illinois Central Corporation 


If approved by the United States Surface Transportation Board (STB), 
the acquisition of IC will put the Company in a strong position to 

take advantage of growing traffic flows in key NAFTA markets by com- 
bining its east-west, coast-to-coast Canadian market strength with IC's 
highly efficient north-south midwest corridor from Chicago to the 

Gulf of Mexico. 


Close of tender offer 

On March 14, 1998, pursuant to a first-step cash tender offer, Blackhawk 
Merger Sub, Inc., a wholly-owned subsidiary of Grand Trunk ‘Corporation, 
acquired 46.05 million shares of IC common stock, representing 75% of 
the outstanding IC common stock, for $2,549 million (U.S.$1,796 mil- 
lion), or U.S.$39 per IC share. 


Second-step merger 

On June 4, 1998, the Company and IC consummated the second-step 
merger by exchanging the remaining 25% of the outstanding IC common 
shares at an exchange ratio of 0.633 shares of the Company's common 
stock per IC share. As a result of the second-step merger, the remaining 
25% of IC shares were exchanged for 10.1 million shares of the Company's 
common stock. In addition, the outstanding IC stock options were 
exchanged for stock options of the Company. 


STB approval 

On July 15, 1998, CN and IC filed a formal application with the STB 
seeking regulatory approval of CN’s acquisition of control of IC and the 
integration of the companies’ rail operations. 

The IC shares acquired by CN pursuant to the cash tender offer and 
second-step merger have been placed in a voting trust pending approval 
of the transaction by the STB. As a result, the Company will not be able 
to exercise control over IC until the STB approves the Company's acquisi- 
tion of control of IC. The STB could impose conditions or restrictions 
as it relates to the Company's acquisition of control of IC. If the STB 
does not approve the Company's acquisition of control of IC or if the 
Company deems any conditions imposed by the STB unacceptable, 
the Company would be obligated to sell all |C common shares held in 
the voting trust. Such a disposition could materially adversely affect 
the Company's financial condition and results of operations. 


Accounting treatment 

The acquisition of IC is accounted for as a purchase. Pending STB 
approval, the Company accounts for its investment in IC using the equity 
method. Upon receipt of STB approval, the financial statements of IC will 
be consolidated with those of the Company. The purchase price alloca- 
tion will only be finalized after the STB renders its decision. 
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Acquisition financing 
The acquisition of 75% of the outstanding common stock of IC for 
U.S.$1,796 million was initially financed by a U.S.$800 million one-year 
term loan facility (Term Facility), a U.S.$800 million draw-down on a five- 
year revolving credit facility (Revolving Facility), and by cash on hand. 
The Term Facility was repaid and the Revolving Facility was reduced 
with the proceeds from the issuance of U.S.$925 million of long-term 
debt and the issuance of commercial paper. An amount of U.S.$220 mil- 
lion (Cdn$337 million) remains outstanding under the Revolving Facility 
as at December 31, 1998. Consequently, the acquisition financing is 
reflected within long-term debt. 


Pro-forma impact of Illinois Central Corporation acquisition 

If the Company had acquired its investment in IC on January 1, 1997, 
based on the historical amounts reported by IC, net of the amortization 
of the difference between the Company's cost to acquire IC and the 
underlying historical equity in net assets of IC (based on preliminary 
estimates of the fair value of IC's properties and equipment and esti- 
mates of their remaining useful lives, as well as estimates of the fair 
value of other IC assets and liabilities), income from continuing opera- 
tions would have been $253 million ($2.64 per share) for the year ended 
December 31, 1998 (excluding special charges recorded by IC related 

to the merger) compared to $525 million ($5.51 per share) for 1997. 
Income from continuing operations would have included equity in 
earnings of IC of $153 million for the year ended December 31, 1998 
(excluding special charges recorded by IC related to the merger), com- 
pared to $146 million for 1997. Income from continuing operations 
would also have included after-tax interest expense related to the acqui- 
sition of $87 million for the year ended December 31, 1998 compared 
to $90 million for 1997. The pro-forma figures do not reflect synergies, 
and accordingly, do not account for any potential increases in operating 
income, any estimated cost savings, facilities consolidation or adjust- 
ments to conform accounting practices. 


Strategic alliance with Kansas City Southern Railway 


On April 15, 1998, CN, IC and the Kansas City Southern Railway Company 
(KCSR) entered into a 15-year alliance that offers shippers new com- 
petitive options in a rail freight transportation network linking key 
north-south continental freight markets. 

A marketing agreement among CN, IC and KCSR links service points 
in Canada with the major U.S. Midwest markets of Detroit, Chicago, 
Kansas City and St. Louis, along with the key southern markets of Memphis, 
Dallas and Houston, Under the marketing agreement, the parties 
coordinate sales, marketing and operations in a large number of markets 
and interline traffic at key gateways. 
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CN and KCSR also signed a separate access agreement regarding 
certain haulage and trackage rights under which CN and KCSR contem- 
plate investments in automotive, intermodal and transload facilities to 
capitalize on the growth potential represented by the marketing agree- 
ment. The access agreement is contingent upon STB approval of CN’s 
acquisition of control of IC. 

The access agreement would give KCSR access to three chemical 
plants at Geismar, Louisiana, now served by IC, with associated overhead 
haulage rights from Geismar to Baton Rouge and, for traffic moving to or 
from certain eastern centers, from Baton Rouge to Jackson. KCSR access 
to the three Geismar plants is expected to take effect in the fall of 2000. 

Under the terms of these agreements, neither CN nor KCSR will 
acquire equity interests or other financial holdings in the other. 


Long-term agreement with Wisconsin Central 


On June 15, 1998, the Company announced that CN carload and bulk 
commodity trains would use the Wisconsin Central route from Superior, 
Wisconsin to Chicago, Illinois. The agreement is for not less than 20 years 
and is renewable. It enables CN to use its existing capacity to increase 
traffic moving between western Canada and the United States. The 
agreement builds on an already close and mutually beneficial relation- 
ship that CN has established with Wisconsin Central. 


Business risks 


Certain information included in this report may be “forward-looking 
statements” within the meaning of the United States Private Securities 
Litigation Reform Act of 1995. Such forward-looking statements are not 
guarantees of future performance and involve known and unknown risks, 
uncertainties and other factors which may cause the outlook, the actual 
results or performance of the Company or the rail industry to be materi- 
ally different from any future results or performance implied by such 
statements. Such factors include the factors set forth below as well as 
other risks detailed from time to time in reports filed by the Company 
with securities regulators in Canada and the United States. 


Competition 

The Company faces competition from a variety of carriers, including 
Canadian Pacific Limited, which operates the other major rail system in 
Canada serving most of the same industrial and population centers as the 
Company, long distance trucking companies and, in certain markets, major 
U.S. railroads. Competition is generally based on the quality and reliability 
of service provided, price and the carrier's equipment. Competition is 
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particularly intense in eastern Canada, where an extensive highway 
network and population centers located relatively close to one another 
have encouraged significant competition from trucking companies and 
rail network over-capacity. In addition, much of the freight carried by 

the Company consists of commodity goods that are available from 

other sources in competitive markets. Factors affecting the competitive 
position of suppliers of these commodities, including exchange rates, 
could materially affect the demand for goods supplied by the sources 
served by the Company and, therefore, the Company’s volumes, revenues 
and profit margins. 

IC faces significant competition for freight traffic from trucks, river 
barges, pipeline carriers and other railroads. Competition is generally 
based on the rates charged and the quality and reliability of the service 
provided. To a greater degree than other rail carriers, IC's principal rail- 
road subsidiary is vulnerable to barge competition because its main 
routes are parallel to the Mississippi River system. The use of barges 
for some commodities, particularly coal and grain, often represents a 
lower cost mode of transportation. Barge competition and barge rates 
are affected by navigational interruptions from ice, floods and droughts 
which can cause widely fluctuating barge rates. The ability of IC's princi- 
pal railroad subsidiary to maintain its market share of the available 
freight has traditionally been affected by the navigational conditions 
on the river. As a result, the revenue per ton mile of IC’s principal rail- 
road subsidiary has generally been lower than industry averages for 
these commodities. 

In recent years, there has been significant consolidation of rail sys- 
tems in the United States. The resulting larger rail systems are able to 


offer seamless services in larger market areas and effectively compete 


with the Company in certain markets. The merger of CN and IC is expected 
to enhance the competitive ability of CN and IC as a combined entity. 
There can be no assurance that the combined company will be able to 
compete effectively against current and future competitors in the rail- 
road industry and that further consolidation within the railroad industry 
would not adversely affect CN’s and IC’s competitive position. No assur- 
ance can be given that competitive pressures will not lead to reduced 
revenues, profit margins or both. 


Integration of operations 

The merger of CN and IC will involve the integration of two companies 
that have previously operated independently, with focuses on different 
geographic market segments. No assurance can be given that CN will be 
able to integrate the operations of IC without encountering difficulties or 
experiencing the loss of key IC employees or customers, or that the bene- 
fits expected from such integration will be realized. 
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Environment 

The Company's operations are subject to federal, provincial, state, munic- 
ipal and local regulations under environmental laws and regulations 
concerning, among other things, emissions into the air, discharges into 
waters, the generation, handling, storage, transportation, treatment and 
disposal of waste, hazardous substances and other materials, decommis- 
sioning of underground and aboveground storage tanks, and soil and 
groundwater contamination. A risk of environmental liability is inherent 
in the railroad and related transportation operations, real estate owner- 
ship, operation or control, and other commercial activities of the 
Company with respect to both current and past operations. As a result, 
the Company incurs significant compliance and capital costs, on an 
ongoing basis, associated with environmental regulatory compliance 
and clean-up requirements in its railroad operations and relating to 

its past and present ownership, operation or control of real property. 

While the Company believes that it has identified the costs likely 
to be incurred in the next several years for environmental matters, the 
Company's ongoing efforts to identify potential environmental concerns 
that may be associated with its properties may lead to future environ- 
mental investigations, which may result in the identification of additional 
environmental costs and liabilities. 

As at December 31, 1998, the Company had aggregate accruals for 
environmental costs of $65 million ($76 million at December 31, 1997). 
The Company has not included any reduction in costs for anticipated 
recovery from insurance. 

IC is aware of approximately 10 contaminated sites at which it 
is probably liable for some portion of any required clean-up. Of these, 
four involve contamination primarily by diesel fuel which can be remedi- 
ated without material cost. Five other sites are each expected to require 
more than U.S.$1 million in clean-up costs. At four of these sites, other 
parties are expected to contribute the majority of the costs incurred. 

IC paid approximately U.S.$0.7 million toward the investigation and 
remediation at all sites in 1998 and anticipates incurring approximately 
U.S.$1 million to U.S.$2 million in each of the next three years. At 
December 31, 1998, IC estimated the probable range of its liability to 
be U.S.$7.5 million to U.S.$29.8 million, and in accordance with the 
provisions of FAS 5, “Accounting for Contingencies,” had a reserve of 
U.S.$7.5 million for environmental contingencies. This amount is not 
reduced for potential insurance recoveries or third-party contributions. 

Illinois Central Railroad (ICRR), IC's principal operating subsidiary, 
is one of several defendants in a New Orleans class action in which a 
jury returned a verdict against ICRR of U.S.$125 million in punitive 
damages as a result of a tank car fire. The Louisiana Supreme Court 
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vacated the judgment for technical reasons and remanded the case to 
the trial court for further proceedings. On June 17, 1998, the trial court 
re-entered judgment in favor of the class and certified it for interlocutory 
appeal. The case awaits hearing in the trial court on post-trial motions. 
While the final outcome of this proceeding cannot be determined, in the 
opinion of IC's management, based on present information, the ultimate 
resolution of this case is not expected to have a material adverse effect 
on IC's financial position, results of operations, cash flow or liquidity. 

In the operation of a railroad, it is possible that derailments, explo- 
sions or other accidents may occur that could cause harm to human 
health or to the environment. As a result, the Company may incur costs 
in the future which may be material, to address any such harm, including 
costs relating to the performance of clean-ups, natural resource damage 
and compensatory or punitive damages relating to harm to individuals 
or property. 

Because the ultimate cost of known contaminated sites cannot be 
definitely established and because additional contaminated sites yet 
unknown may be discovered or future operations may result in acciden- 
tal releases, no assurance can be given that the Company will not incur 
material environmental liabilities in the future. 


Legal actions 

In the normal course of its operations, the Company becomes involved 
in various legal actions, including claims relating to injuries and damage 
to property. The Company maintains provisions for such items which it 
considers to be adequate. While the final outcome with respect to actions 
outstanding or pending as at December 31, 1998 cannot be predicted 
with certainty, it is the opinion of management that their resolution will 
not have a material adverse effect on the Company's financial position 
or results of operations. 


Labor negotiations 

The Company's collective agreements with all Canadian unions expired 
on December 31, 1997. Following bargaining from late 1997 to mid- 
1998, all of the unionized workforce in Canada had concluded and 
ratified three-year collective agreements as of the end of 1998. 

The Company is also in negotiation with bargaining units in the 
United States. The Company is currently engaged in mediation with three 
units. Under the mediation process, the parties are required to continue 
discussions until the mediator declares an impasse and releases the 
parties. There is no time limit on the duration of the mediation phase. 
If such mediation is unsuccessful, the union could commence a work 
stoppage as early as 30 days after the declaration of an impasse by the 
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mediator. A strike would likely have the effect of shutting down certain 
of the Company's operations for the duration of the strike. Such a strike 
could have a material adverse effect on the Company's financial condi- 
tion and its results of operations. 

Approximately 90% of IC's employees are represented by one of 11 
unions. The general approach to labor negotiations by Class | railroads 
in the United States is to bargain on a collective national basis. For sev- 
eral years now, one of IC’s guiding principles is that local—rather than 
national, industry-wide—negotiations will result in labor agreements that 
better address both employees’ concerns and preferences, and IC's actual 
operating environment. To date, all of IC’s principal railroad subsidiary’s 
11 bargaining units have ratified local agreements that resolve wage and 
work-rule issues through 1999 for non-operating crafts and through the 
year 2000 for engineers and trainmen. At CCP Holdings, Inc., labor nego- 
tiations are local as well. Maintenance-of-way, laborer and machinist 
employees ratified agreements in 1998. Negotiations are ongoing with 
bargaining units representing signal, electrician, clerical, train and engine 
employees. Until new agreements are reached, cost-of-living allowance 
provisions and other terms in previous agreements will continue. There 
are risks associated with negotiating locally. Presidents and Congress 
have repeatedly demonstrated they will step in to avoid national strikes, 
while local disputes may not generate federal intervention, making an 
extended work stoppage more likely. IC's management believes the 
potential mutual benefits of local bargaining outweigh the risk. 


Regulation 

The Company's Canadian rail operations are subject to regulation by 
the Canadian Transportation Agency (CTA) and the federal Minister of 
Transport under the CTA, the Railway Safety Act (Canada) and certain 
other statutes. The Company's U.S. rail operations are subject to regula- 
tion by the STB. In addition, the Company is subject to a variety of 
health, safety, labor, environmental and other regulations, all of which 
can affect its competitive position and profitability. 


Year 2000 readiness disclosure 

The Year 2000 issue arises because many computerized systems use two 
digits rather than four to identify a year. Date-sensitive systems may rec- 
ognize the Year 2000 as 1900 or some other date, resulting in errors 
when information using Year 2000 dates is processed. In addition, similar 
problems may arise in some systems which use certain dates in 1999 to 
represent something other than a date. The effects of the Year 2000 issue 
may be experienced before, on, or after January 1, 2000, and, if not 
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addressed, the impact on operations and financial reporting may range 
from minor errors to significant systems failure which could affect the 
Company's ability to conduct normal business operations. 

Information systems are significant to the day-to-day operations of 
the Company. Failure to achieve Year 2000 compliance by the Company, 
other railroads, customers, partners or suppliers could materially adversely 
affect the Company's operations. In its analysis of worst case scenario, 
the Company is unable to predict failures in the Canadian economy. 

Any failure by utilities or telecommunication providers could have a 
material adverse effect on the financial condition and results of opera- 
tions of the Company. 

In 1996, the Company initiated the work to ensure that all of its 
computer systems are Year 2000 ready, including the identification of 
operating and information systems and equipment which require reme- 
dial action. The systems plan is now complete with critical traffic and 
support systems converted. Conversion of desktop platforms is targeted 
for completion in mid-1999. Detailed plans, accountability and action 
items are being implemented for process control, equipment, buildings, 
networks, end-user systems, customers, partners and suppliers. The 
Company has contacted its customers, partners and suppliers indicating 
that their Year 2000 compliance js critical in maintaining a commercial 
relationship. A large portion of these third parties have responded to 
the Company noting that their Year 2000 plans are progressing well. 
Furthermore, a list of critical customers, partners and suppliers has been 
established. Business interruption and contingency plans are either in 
place or under development for all critical areas, including back-up oper- 
ating and information systems, alternative suppliers, increased inventory 
levels and sufficient lines of credit. In 1998, the Company engaged the 
services of independent consultants to review the management of the 
Year 2000 project. The conclusion was that the Company has a well 
planned and structured Year 2000 program effort. A second independent 
analysis of the Company's Year 2000 project is being conducted in early 
1999 with follow-up action as necessary. 

An Executive Steering Committee and Program Management Office 
have been established to focus all actions that must be taken to ensure 
the Company minimizes the risks associated with the Year 2000 issue. 
Progress towards Year 2000 compliance is monitored on a regular basis 
by the Senior Executive Committee of the Company as well as the Board 
of Directors. The Company has completed all critical components of the 
plan and no information technology projects were deferred as a result of 
the Year 2000 project that would have a material adverse effect on the 
financial condition and results of operations of the Company. 
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To date, the Company has expensed approximately $27 million regard- 
ing the Year 2000 project. Based on current information, the Company 
has estimated the total project cost to be approximately $35 million, 
which will continue to be expensed as incurred. The cost of the Year 
2000 project is being funded from cash from operations. While there 
can be no assurance that all aspects of the Year 2000 issue affecting the 
Company, including those related to the efforts of customers, suppliers 
and other third parties, will be fully resolved and that the Company 
will not be materially adversely affected by Year 2000 problems, the 
Company is committed to ensuring that it is fully Year 2000 ready. Based 
on current information, the Company does not believe any issues relating 
to the Year 2000 will have a material adverse effect on its financial 
condition or its results from operations. 

Based on recent assessments, IC determined that it will be required 
to modify or replace portions of its software so that its computer systems 
will properly utilize dates beyond December 31, 1999. IC presently 
believes that with modifications to existing software and conversions to 
new software, the Year 2000 issue can be mitigated. However, if such 
modifications and conversions are not made, or are delayed, the Year 
2000 issue could have a material adverse impact on the operations of IC. 

IC has initiated formal communications with all of its suppliers and 
large customers to determine the extent to which IC is vulnerable to 
those third parties’ failure to remediate their own Year 2000 issues. There 
can be no guarantee that the systems of other companies on which 
IC's systems rely will be converted on a timely basis, or that a failure to 
convert by another company, or a conversion that is incompatible with 
IC's systems, would not have a material adverse effect on IC. 

In October 1997, IC entered into an agreement to replace approxi- 
mately 40% of its non-Year 2000 compliant programs with new software 
and will utilize both internal and external resources to replace and test 
the software for Year 2000 modifications. IC began converting its remain- 
ing computer systems with internal resources in 1997. IC expects to 
spend approximately U.S.$10 million from 1997 through 1999 to modify 
and replace its computer systems. Of the total project cost, approximately 
U.S.$3 million is attributable to the purchase of new software. IC com- 
pleted conversion of non-Year 2000 compliant programs during 1998. 
However, user acceptance testing will continue into 1999. Installation of 
new software programs should be completed during the first quarter of 
1999 The total cost of the project is being funded through operating 
cash flows. Maintenance or modification costs will be expensed as 
incurred, while the costs of new software will be capitalized and amor- 
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tized over the software's useful life. Accordingly, IC does not expect the 
amounts required to be expensed over the next two years to have a 
material effect on its financial position or results of operations. The 
amount expensed in 1997 was immaterial. 

The costs of the project and the date on which CN and IC plan to 
complete the Year 2000 modifications are based on management's best 
estimates, which were derived utilizing numerous assumptions of future 
events including the continued availability of certain resources, third- 
party modification plans and other factors. However, there can be no 
guarantee that these estimates will be achieved and actual results could 
differ materially from those plans. Specific factors that might cause such 
material differences include, but are not limited to, the availability and 
cost of personnel trained in this area, the ability to locate and correct all 
relevant computer codes, and similar uncertainties. Based on current 
information, the Company does not believe any issues relating to the 
Year 2000 will have a material adverse effect on its financial condition 
or its results from operations. 


Financial instruments 

Although the Company conducts its business and receives revenues pri- 
marily in Canadian dollars, a portion of its revenues, expenses and debt 
are denominated in U.S. dollars. Thus, the Company's results are affected 
by fluctuations in the exchange rate between these currencies. Changes 
in the exchange rate between the Canadian dollar and other currencies 
(including the U.S. dollar) make the goods transported by the Company 
more or less competitive in the world marketplace and thereby affect 
the Company's revenues. 

The Company has limited involvement with derivative financial 
instruments and does not use them for trading purposes. The Company 
has entered into a forward exchange contract (currency swap) with 
respect to its 15-year Swiss franc bonds. This forward exchange contract 
acts as a hedge to effectively fix the amount of Canadian dollars required 
over the term of the debt to make all necessary payments in the foreign 
currency of issue. The Company has not incurred any significant net gains 
or losses in respect of this transaction. Losses due to non-performance 
by the counterparty to its foreign currency swap are not anticipated. 
Collateral or other security to support financial instruments subject to 
credit risk is usually not obtained. However, the credit standing of coun- 
terparties is regularly monitored. 

The Company uses derivative financial instruments from time 
to time to hedge the exposure to interest rate fluctuations on antici- 
pated transactions. 
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The Company has a hedging program in place to mitigate the effects 
of fuel price changes on its operating margins and overall profitability. 
Various swaps and collar agreements are in place to mitigate the risk of 
fuel price volatility for which the Company has incurred costs of $17 mil- 
lion in 1998. Hedging positions and credit ratings of counterparties are 
monitored and losses due to counterparty non-performance are not 
anticipated. At December 31, 1998, the Company has hedged approxi- 
mately 30% of the estimated 1999 fuel consumption. Unrecognized 
losses from the Company's fuel hedging activities amounted to $8 mil- 
lion as at December 31, 1998. 


Other risks 

In any given year, the Company, like other railroads, is susceptible to 
changes in the economic conditions of the industries and geographic 
areas that produce and consume the freight it transports. Many of the 
goods and commodities carried by the Company experience cyclicality in 
demand. However, many of the bulk commodities the Company transports 
move offshore and are impacted more by global economic conditions 
than North American economic cycles. The Company's results of opera- 
tions can be expected to reflect this cyclicality because of the significant 
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fixed costs inherent in railroad operations. The Company's revenues are 
affected by prevailing economic conditions, and should an economic 
slowdown or recession occur in North America or other key markets, the 
volume of rail shipments carried by the Company is likely to be reduced. 
In addition to the inherent risks of the business cycle, the Company 
is occasionally susceptible to severe weather conditions. For example, 
in late 1996 and the first quarter of 1997, CN’s operations in western 
Canada were impacted by heavy snowfalls and severe cold weather 
which caused blockages on the main line serving Vancouver and led 
to equipment failures, temporarily halting train operations. In the first 
quarter of 1998, a severe ice storm hit eastern Canada, which disrupted 
operations and service for the railroad as well as CN customers. 
Generally accepted accounting principles require the use of historical 
cost as the basis of reporting in financial statements. As a result, the 
cumulative effect of inflation, which has significantly increased asset 
replacement costs for capital-intensive companies such as the Company, 
is not reflected in operating expenses. Depreciation charges on an infla- 
tion-adjusted basis, assuming that all operating assets are replaced at 
current price levels, would be substantially greater than historically 
reported amounts. 
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MANAGEMENT REPORT 


The accompanying consolidated financial statements of Canadian 
National Railway Company and all information in this annual report 
are the responsibility of management and have been approved by the 
Board of Directors. 

The financial statements have been prepared by management in 
conformity with generally accepted accounting principles in the United 
States. These statements include some amounts that are based on best 
estimates and judgments. Financial information used elsewhere in the 
annual report is consistent with that in the financial statements. 

Management of the Company, in furtherance of the integrity and 
objectivity of data in the financial statements, has developed and main- 
tains a system of internal accounting controls and supports an extensive 
program of internal audits. Management believes that this system of 
internal accounting controls provides reasonable assurance that financial 
records are reliable and form a proper basis for preparation of financial 
statements, and that assets are properly accounted for and safeguarded. 

The Board of Directors carries out its responsibility for the financial 
statements in this report principally through its Audit and Finance 
Committee, consisting solely of outside directors. The Audit and Finance 
Committee reviews the Company's annual consolidated financial state- 
ments and recommends their approval by the Board of Directors. Also, 
the Audit and Finance Committee meets regularly with the Chief, Internal 
Audit, and with the shareholders’ auditors. 

These consolidated financial statements have been audited by the 
shareholders’ auditors, KPMG LLP, whose report is presented below. 


Michael J. Sabia 
Executive Vice-President and Chief Financial Officer 


January 19, 1999 
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AUDITORS’ REPORT 


To the Board of Directors of Canadian National Railway Company 


We have audited the consolidated balance sheets of Canadian National 
Railway Company as at December 31, 1998 and 1997 and the con- 
solidated statements of income, comprehensive income, changes in 
shareholders’ equity and cash flows for.each of the years in the three- 
year period ended December 31, 1998. These financial statements are 
the responsibility of the Company's management. Our responsibility is 
to express an opinion on these financial statements based on our audits. 

We conducted our audits in accordance with generally accepted 
auditing standards in Canada. Those standards require that we plan and 
perform an audit to obtain reasonable assurance whether the financial 
statements are free of material misstatement. An audit includes examin- 
ing, on a test basis, evidence supporting the amounts and disclosures in 
the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well 
as evaluating the overall financial statement presentation. 

In our opinion, these consolidated financial statements present fairly, 
in all material respects, the financial position of the Company as at 
December 31, 1998 and 1997, and the results of its operations and the 
changes in its financial position for each of the years in the three-year 
period ended December 31, 1998, in accordance with generally accepted 
accounting principles in the United States. 


KPMG up 


KPMG LLP 
Chartered Accountants 


Montreal, Canada 
January 19, 1999 
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CONSOLIDATED STATEMENT OF INCOME 


In millions, except per share data Year ended December 31, 1998 1997 1996 
Revenues 
uPA AUPE Specrne ci wee is jotta Mere tee ee Ns eI a Scene mcncl Gas uucdwalehvne «bbe van $ 874 $ 863 $ 827 
Ree UOC IS Ate teatin eta eae I a bce gla ln oc oe i pena nladues diawkewonages 851 824 787 
Grain and grain products.............. Stabe tect eita Teme MG cE SE Nae atts sake Satin Cros vers veet « 554 692 564 
A Chents MAMA EN ACHAT. PRIM ZENG ots axe Bese Pes swale Ay ERNE NED a a Tos nu eae raieaste i yw doses 644 665 642 
PASO tei aie hurts as hee oe ne eo eee eerie ame oA Teac vshra ten Yaedadgneneaa Ke’ 762 776 677 
oN UIRENTS s Bye cita ae Se its ANS Sakae reine, Fs Mecogealy fA yrs creas Ei aL GOR a a 385 435 389 
UIE ES Se OG AR Gn Se nee a i oe ory ete agin JS at eth ar 51 67 70 
EMA US ERS ares itch te ae cA ta Ualvie Get an pwd aah oo Retin hein PSO TATION He Eins bd pdm deine 4,121 4,322 3,956 
Operating expenses 
Penrtee at uase EN NMS Meehan oie ciewes pacts habe tates sees ma ea nee asawd wv ga Loee Boe odve urea 1,293 1,327 1,404 
BRON hairs Sy oti ek ns Sauee toad ad Seen Raeat tes Seale Seta or MRSA Soh eine yee hanes aes 215 262 295 
CR aR rR crepe eae eee eee tance ee at neds eB Cras Sane Noi doen oo esa abbas 1 oo gm oe nina renee 243 326 314 
Depreciation and amortization .............0ccccseeeeeeeeeeeeees REE et eS Se tes SEE ey SN ree 316 a5 193 
eC SE eee a taal cotati Ne ee oatnaae age enon cd gua oun nebcne lve tukeweiaamene te headlong 170 186 171 
Scare MDOTAT AE Vacsta ahr shea et ak omits eid ae eclie esas hak Wowk ae duet spau'ep acoso sulawerak dase ost « 207 214 216 
Seen Ge treatm EN  eN AAR oer MiMi ene Weak PaO duhe aoe ayeioacn tt oat nab eta oe ve wk Coane Wel raw'se saa 83 116 108 
Se MASEE SIMIC EG Ee ee ane Re Nem. Asean? 5) dis Meare tote nese eta Leuk ca oie Tekan ee a gins 325 356 348 
SEAMEN SANE MEI SURAT sad ee ORR ce gia sein sein sic saute st i RON Mins eres sacoan eas En ate Gov edy Oye oss 66 70 61 
OUR eee NE ted Sees Mea a ans iikats C MRE LL Gate SSikeR oe CARE awe MN pea ab vavie’ 195 223 258 
OG E Lari Tor i de el (oy Sia das oe ae a Sat A Po eR he RE ores MIE apg FEE cra a 590 - 365 
edest CCE HUMID EXDCUSES eh 2rohic eign Uh isbrc ue or ae TEND aRE eee as «Reiss Aa eta and wilt owienere wbla.e bre 3,703 3,395 37133 
SPECHT MICONOE asian iia astendny hia Sneak giao Shine Xen Ser Uae ednte Ge ARES oars AEN sola Ud of Jaa 418 927 223 
HOR SEE EISEN NOLEN LO) cette d pide dirs coh g vce sce tauinnaee temien SETL ieamne ea eta w bln om Ue one (242) (117) (113) 
Equity in earnings of Illinois Central Corporation (Note 3) ..........ccccccce cece eens eeeeeeeeueeenneeennes 105 - - 
TERN COMP IVOTERNO) ot wirkasns coerce nics tie losers a oon Menta eae Tat PERN Mea a aes Maem ae ack RS 43 62 41 
PORPIAN ERENAMGE OSS) GAN fa. h Se Gah falcon hans Pettis aug Satu pleneN ee ses cee etme eatin eels a reh's (26) (38) 3 
Income from continuing operations before income taxes ...... 60... cce eee e cece een ene ene e eee enee ene ens 298 834 154 
Income tax (expense) recovery from continuing operations (Note 17)...........cccceeeeeeeeeeeeueeeee ees (74) (365) 694 
PREOIMETILON COMUMUIIG, OPOTAUODS .~ 2s valk r4cldaatt suis Coetaee ORG Thc ern eae eam aoe san eas 224 469 848 
Discontinued operations (net of applicable income taxes) (Note 18) .......... 0 ccc ccc cence ene ene eennnes - (18) 14 
Extraordinary item (net of applicable income taxes) (Note 14)..........cccceeeee cnet eeneeetnneeneneenaees - - (16) 
Cumulative effect of change in accounting policy (net of applicable income taxes) (Note 2) .............. 42 589 ~ 
TUM EAI ras eR ai teat sou as dik c vm aaa bin kare D Are Ape a Rien #8 Ms mle Ra ce Rem ans we OR D'S SeeasG OS $ 266 $1,040 $ 846 


Basic earnings per share (Note 20) 

PACONTLE POM:CONLITUN IO PCLALIONS sis, o « Sew ance Vole cole nrakota det vmie tas qtr ae baawentesedennedemane weeds’ 
NS TAIINC ONG pee ee etre ete eth. eT TEE Ore saw Sars tcneae eae Penrcee ein bree atawen piaioe ma UE waists Save Aare 0 «'dista > ale Spiabnas 
Diluted earnings per share (Note 20) 

HICOMEMEOMICOMEMUING (OPCrallOnSteadncc. ci n.d ratlaarsenomensbavincamrgenieme tleleaeiameiare sete eacetabtat sys 
IPGL MMIII 3 Tae aicios i We retiepcs oc Msi eae ee wk 6 Sy ie ame thrss Woke Best Reet k aoe aoe 


See accompanying notes to consolidated financial statements. 
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$ 5.51 
$12.22 


$ 5.44 
$12.06 


$ 9.99 
$ 9.96 


$ 9.88 
$ 9.85 
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CONSOLIDATED STATEMENT OF COMPREHENSIVE INCOME 


In millions Year ended December 31, 1998 1997 1996 
Net WCONIE ai ws: calles cuit 35 wwthie ba. cigeaners pebiae ere wera Beceem eons ate Peaster ee oe et ne ee $ 266 $1,040 $ 846 
Other comprehensive income: . 
Unrealized foreign exchange loss on translation of U.S. dollar denominated long-term debt ........... (246) ~ - 
Unrealized foreign exchange gain on translation of net investment in Illinois Central Corporation..... 259 - - 
Minimum: pensioniliabilityrad|UStmient: “se tecess amis: se-ktne stoic oeeaec citar hein tacrrersoe er ener (2) - - 
Other comprehensive income before income taxeS............ccceeeeeeee decent eee enenee eee eeeeeeeeeneees 11 - - 
Income tax expense on other comprehensive income iteMS ..............:eeceee eee eee eens eee eee eee ens (5) = = 
Other:comprehensiverincome(Note23) = ae. ceceee teste tee acine ciemes eal ener mee rere nee terete tener 6 = ~ 
COMPTERENSIVE IBCOMO ASE ces ie sacs cake woe vg SRE ne Sea Ra ak oe eR cee $ 272 $1,040 $ 846 
See accompanying notes to consolidated financial statements. 
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CONSOLIDATED BALANCE SHEET 


In millions December 31, 1998 1997 
Assets 
Current assets: 
OO Gee) Er TTS EIT RUIN yin Bed Se la gt de SO is a Blaenau Bee Ee A a $ 262 $ 364 
Accounts receivable (Note 5)......... IM iat sta SAA) 3 he Se) SONG ge Spreng a aE age Rk A OR ee 399 667 
aPAEE AREA GR SEEMING adh hate soya coh a Rent ee ey ie ocd PO a fog PS Wap aa oe acl oe Chitin te eke ea ees CeeRee 131 150 
PeReeANOCOME AMES INOLE TA) cute ks tend: hemor tet ane a, ene 5 Vee ee pee eel gf te a lee ne ot 131 241 
(ONE SEE Ge ah Ss Cae AGB AIER Eats Te eT Se Sn A 6 Nl re a 115 111 
: 1,038 1533 
PRO GRITCSE( VOTCRD IER pearrre aee are RY city armen tae, mare at eS vrei on gE Eee ta Rew Sth cr SN IASON SR a MI ee 6,803 6,303 
Mave ounenedacHinols.Central Componarion: (MOLES): . 63,5 cat casuseuasin ase vce caus civ oi dssndev vane cb sekevecesibuerslisasnce 3,821 - 
Sane MS SEE AEA EC PLPC CIRAN CGS si chun ae iaciotett at ine rae soa Ee EN Ioana ies bees Roc dina Galghore wd ab velvet 290 163 
FSIS SSE OE Gulati sy Clipe Uae Bet sient Eadie Nee OME ere Ma OR ie hae roentgen a $11,952 $7,999 


Liabilities and shareholders’ equity 


Current liabilities: 


Recounts payapie-and accrued.charges: (NOTES). 's: acest eeie sth as dbcieas lobe soit uessclowiecseouhen ene $ 1,158 $1,052 
SaeneNOruonon ond tem Gent OLE 10).2s, cateaicaeic adetaag reandevcns toe ekbunrers eonsle Misars vues banevdecanars 133 43 
Ne oath rs ree et eich Ceased Satna AeA MUR teen usted Teas etic fac op cn Gok ak dwa eb eeus tants 89 83 
1,380 1,178 
DBTEMEG INCOMEILAXESa( NOLCNT. /) sm sarslcorci as ects nee ae esidh orca eterercie ciclo elec atl a ace sda Bh cbs Ave tnd et een 327 347 
Carr anines ali GOrerred GrOdits (INGLE O) ec acinxs comm ckimemics Seen nme ana ae Annee oee ule ha ol ulen Soewnlenls ous vwebule es 1,205 836 
Te Nh Sha Ui 0G 6) EN CO) Rate cas es eae sane gh Ree Ss et nace ec rr 3,995 1,628 
Shareholders’ equity: 
Se RAGAN ORE Nd abt cite x ve ee ay Feta ie PN AC et eM iin auiviehate ae dv ma hd Tce ap va SVGES @ PEW A wie 4,141 3,279 
Accumularedrothencomprehensivesncome: (Vote) a, ances ane Ava teacabatttieatcce acs vanes we hike acid atae dee as ove oe 6 - 
SEL erie 10610 ae ey pate beso nape as Paar 7 Te te ne eS Ne ae a 898 731 
5,045 4,010 
AOLA MAIHOS a SHATENOIIETS CQUILY siti. ton waa es x bakes sau Bin heme ay cones Mecca kate n oan Oneal aye $11,952 $7,999 


On behalf of the Board: 


David G.A. McLean 
Director 


See accompanying notes to consolidated financial statements. 
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Paul M. Tellier 
Director 
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CONSOLIDATED STATEMENT OF CHANGES IN SHAREHOLDERS’ EQUITY 
Issued and Accumulated 
outstanding other Total 
common Capital | comprehensive Retained shareholders’ 
In millions shares stock income earnings equity 
Balances-Decemban 3], 1995 0c eo. aa deans eon ae 84.9 $.3)252 $= $(1,009) $ 2,243 
N@b INCOME a5.) ett ards coc tietie roe etme mime maureen = - = 846 846 
Employee share plans (Note 12).........2.:0cccccccecseeneeeseeees - 11 - - 11 
Dividendss.4-sataeerimntansancdosen eae en eee eee - - - (68) (68) 
Balancés Decemben31,-1996. xe an ee ores 84.9 3,263 - (231) 3,032 
NGt-INCOM@ Teese ene cant nerec yee ea neh ener coe ee ere ee - - - 1,040 1,040 
Stock options exercised and employee share plans (Note 72)...... 0.7 16 - ~ 16 
Dividends. << 74 dea kteinetcs acerca eaten amir means - - - (78) (78) 
Balances: December SIAL 997 s3 ea cixceaneloanaaenndean ota 85.6 3,279 ~ 731 4,010 
Netsincome..:42. asin Ges ayes neon nals setenv er eee ae ore - - - 266 266 
Shares issued in second-step acquisition of 
Illinois Central Corporation (Note 3) ..........ccceeeeeeeeee eens 10.1 824 - - 824 
Stock options issued in second-step acquisition of 
Illinois Central Corporation (Note 3) ..........cceeeee sense eeeee - 25 - - 25 
Stock options exercised and employee share plans (Note 72)...... 0.2 13 - - 13 
Other comprehensive income (Note 23) ........:ccsceeeeeseeeeeees - - 6 = 6 
Dividends a. a2 52 ees esas are cei ee tte se ene RE - - - (99) (99) 
Balances December. 31, 1998. <x: ; seas ode ae vue sae aes ape eee 95.9 $ 4,141 $ 6 $ 898 $5,045 
See accompanying notes to consolidated financial statements. 
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CONSOLIDATED STATEMENT OF CASH FLOWS 


In millions Year ended December 31, 1998 1997 1996 


Operating activities 
Income from continuing operations and cumulative effect of change 


Maccounting' policy and’ extracrdinaty tem: 297 i.c8i52 sane ea ei vc platen ghaetsvancquoesevecsurse vai $ 266 $1,058 $ 832 
Non-cash items in income: 
Beate Hea SIV QE aye an crane ta, aa Oe ee ek ek TN Se i ee 590 - 365 
Cumulative effect of change in accounting policy (Note 2)...........c0ccccecceccuceuceueeueeneens (42) (589) - 
Bseenioex Hane LOSS DIR) ices oa RR ees ch ok iam Adored he wictno ac eedcoes 26 38 (3) 
HenrecatronrancamonuizatlOn a NOTE O (Dear cec nce act tates sc ec ace Ae ks man ou 319 317 195 
BITE OCUIEOIIIE LANES (/VOLE Toa secs ke Coit es ee id eee eo bk Ahad potentiate 56 355 (705) 
Equity in earnings of Illinois Central Corporation (Note 3) ............c ccc ccc cccecesevueeueeuneees (105) - - 
GairOn sale of interest in joint-venture cacao. ce rrcc nlc ss. coe lvds wa coea kee doe ak Hada ov eaa ec oa (21) - 
Changes in: 
INGCOUnESerecelVable (NOTE 15) arn aeucitiy oir tis saree: Once ne tele Man pune ye eure eh cates aw then 267 5 47 
Maser anit SUDDICS eras tetra bar eee meee ually ene ce ee ckcs angie den gave Sokal Ave bes 19 6 16 
Accounts payable and accrued charges (Note 8).........ccccccceecccccceceececuseccseeueeeennes : 65 18 143 
Giver net Curent assets: and Nabilittes «eas fa vs nave doesex Soeorcreseveca eee hcaSew clan coue oes (3) (54) 7 
PaviInChiss Ol, WORKLONCOMRECUCUlON see cy, Sets een ire, aaa oe si tenet ah eas osu SERRA Ss (187) (197) (307) 
ON LATE forays eras AER HI Aether SOUR MER oR ee eR Re (34) (15) 6 
CASM-PROVIGEU MONT CONLMINING: OPELATONS  (S:ivien 525 <daswgaenclete w~ delves di tehapciswecsvsctnaeeersces 1,237 921 596 


Investing activities 


Netjaaditionsito: properties; (Notes19: (D)) en Ae oa cals eames eee win ATTA BRR anes (744) (609) (291) 
Net proceeds! irom disposal Of properties yy;, uz Wades cowes ewe imen cals wae dda WoeUelSoeed auieb eden denn 54 63 64 
Net proceeds from sale of interest in joint venture ...............ccccceseeuseeeeeesceuseeueeuseuueens - 23 - 
Investment in Illinois Central Corporation (Note 2)..........ccccccccccceeueeeeeeeeeeecuenuuneneeenes (2,608) - ~ 
OU Ba sepa steio ei ae ib in rah hea a eG PMR gtae Sy, ge Ui ees SA SS eh el Rg et (1) 9 (43) 
ASP SEU IY IV ESUINUMICHVIIES ona vcr ick car atest foc net Reese he Cae tCk ee Sue win be ace x (3,299) (514) (270) 
DIVIGEnas paidstousharehOldersr mmc. sonases cee tence ee eee eR sheet Cea ee tna (99) (78) (68) 


Financing activities 


Bes Gace ond Aer enbraan tttacene e colancuse sake Me ahiy Pinan ashen sek ea eeee nae cn Puree clay by 4,589 13 - 

SCHEME HOMICEETIN ODL w cc fink eect ca duien bude se etn cua earag Se ee tee Boe eons ak ablcane (2,543) (80) (293) 

ISslancerobcamitaltstocks NOLE! IZ) pics concatenate. icra hen ek UT ICR at ee concn eee etek hin 13 16 11 
Cash provided from (used by) financing ACtiVITICS......... 6c cece cece nee ee eee enneeaeeeateneeeeteeennes 2,059 (51) (282) 
Cash (used by) provided from discontinued operations (Note 18 (C)) ........cccccccccccevecsseeeeeeeeues - (20) 10 
INGERGECTCASOINCICASO UD CAST sae. cenee SN Ree gs eg Taare RST RR ee eee RE hae twee See (102) 258 (14) 
Cash ahacasn-equivalents, DeginnING Of Val. 5.5 5000s vo9s ee Rawat chen ve te nee up eeanau a\'evetaees 364 106 120 
Cainer Gaisht CRMWAICHIS EN OL. YOal a: cease con ysh wees seas conve ncns te ox conch aw ues sant Sapeget $ 262 $ 364 $ 106 


See accompanying notes to consolidated financial statements. 
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NOTES TO CONSOLIDATED FINANCIAL 


STATEMENTS 


CN's revenues are derived from the movement of a balanced and diversified mix of commodities and products predominantly originating in 
Canada. The Company's network extends from Halifax to Vancouver and connects to the Chicago gateway through its subsidiary, Grand Trunk 
Corporation. Illinois Central Corporation’s network extends from Chicago, where it connects with the Company's network, to the Gulf of Mexico. 


1 Summary of significant accounting policies 


Except where otherwise indicated, these consolidated financial state- 
ments are expressed in Canadian dollars and have been prepared in 
accordance with accounting principles generally accepted in the United 
States. The preparation of financial statements in conformity with generally 
accepted accounting principles requires management to make estimates 
and assumptions that affect the reported amounts of revenues and 
expenses during the period, the reported amounts of assets and liabilities, 
and the disclosure of contingent assets and liabilities at the date of the 
financial statements. Actual results could differ from these estimates. 


A. Principles of consolidation 

These consolidated financial statements include the accounts of all 
subsidiaries, except for those of Illinois Central Corporation (IC), which 
is accounted for using the equity method pending approval of control 

by the U.S. Surface Transportation Board (STB). The Company’s invest- 
ments, in which it has significant influence, are also accounted for using 
the equity method. 


B. Revenues 

Freight revenues are recognized based on the percentage of completed 
service method. Costs associated with movements are recognized as the 
service is performed. 


C. Foreign exchange 

The Company's U.S. operations, excluding the Company’s equity invest- 
ment in IC, are classified as integrated with the Canadian dollar as 

the functional currency and are translated into Canadian dollars and 
accounted for on the following basis: monetary assets and liabilities are 
translated at the rates in effect at the balance sheet date; non-monetary 
assets and liabilities are translated at historical exchange rates; revenues 
and expenses are translated at average exchange rates during the year 
except for depreciation, which is translated at exchange rates prevailing 
when the related properties were acquired; and other currency gains and 
losses are reflected in net income for the year. The Company's own foreign 
denominated assets and liabilities are accorded similar treatment. 

The Company's equity investment in IC, considered a self-sustaining 
foreign entity with the U.S. dollar as its functional currency, is translated 
into Canadian dollars at the rate in effect at the balance sheet date. The 
equity in earnings of IC is translated at average exchange rates during 
the year. 

The Company has designated all of its U.S. dollar denominated 
long-term debt as a foreign exchange hedge of its net investment in IC. 
Unrealized foreign exchange gains and losses, from the date of designa- 
tion, on the translation of the Company's U.S. dollar denominated debt, 
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are included in Accumulated other comprehensive income, which forms 
part of Shareholders’ equity, along with the unrealized foreign exchange 
gains and losses on the translation of the Company's net investment in IC. 


D. Cash and cash equivalents 

Cash and cash equivalents include highly liquid investments purchased 
three months or less from maturity and are stated at cost, which approx- 
imates market value. 


E. Material and supplies 

The inventory is valued at weighted-average cost for ties and rails, latest 
invoice price for fuel and new materials in stores, and at estimated utility 
or sales value for usable secondhand, obsolete and scrap materials. 


F. Properties 

Railroad properties are carried at cost less accumulated depreciation 
including asset impairment write-downs. All costs of labor, materials and 
other costs associated with the installation of rail, ties, ballast and other 
track improvements are capitalized to the extent they meet the Company's 
definition of “unit of property.” Additions to other property and equip- 
ment include the cost of developing computer software for internal use. 
Maintenance costs are expensed as incurred. 

The cost of railroad properties, less salvage value, retired or disposed 
of in the normal course of business, is charged to accumulated deprecia- 
tion, in accordance with the group method of depreciation. Losses result- 
ing from significant line sales or abandonments are recognized upon the 
announcement of the disposition. Gains are recognized when they are 
realized. The Company reviews the carrying amounts of properties when- 
ever events or changes in circumstances indicate that such carrying 
amounts may not be recoverable based on future undiscounted cash 
flows or estimated net realizable value. Assets that are deemed impaired 
as a result of such review are recorded at the lower of carrying amount 
or fair value. 


G. Depreciation 
The cost of properties, net of asset impairment write-downs, is depreci- 
ated on a straight-line basis over their estimated useful lives as follows: 


Asset class Annual rate 
Track and: roadWay ice cozacid sap dhaee sea une hone ack ace nee een MUR ete clelname ements 2% 
Butlins wsre.cce cquisintere 8 cores Part erate grand es adn apelcimpe ates Repo ae eee ceca meer bs 3% 
RONG Stock wioicaccc Siesrwtayaccve cates poverty coo a eR ee eee eis ote en ecto eae ard 3% 
£01117 GRO Ny a Ak Sri OME SA iD SN al ROE DA oe te 2% 


The Company performs periodic reviews of its depreciation rates. 
Adjustments to rates resulting from such reviews have not had a mater- 
ial impact on operating results. 


U.S. GAAP 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


H. Pensions 
Pension costs are determined periodically by independent actuaries. 
Pension expense is charged to operations and includes: 


(i) the cost of pension benefits provided in exchange for employees’ 
services rendered during the year, 


(ii) the amortization of the initial net transition obligation on a straight- 
line basis over the expected average remaining service life of the 
employee group covered by the plans, 


(iii) the amortization of past service costs and amendments over the 
expected average remaining service life of the employee group 
covered by the plans, and 


(iv) the interest cost of pension obligations, the return on pension fund 
assets, and the amortization of cumulative unrecognized net actuarial 
gains and losses in excess of 10% of the greater of the projected 
benefit obligation or market-related value of plan assets over the 
expected average remaining service life of the employee group 
covered by the plans. 


The pension plans are funded through contributions determined in 
accordance with the projected unit credit actuarial cost method. 


|. Post-retirement benefits other than pensions 

The Company accrues the cost of post-retirement benefits other than 
pensions, which include life insurance programs, medical benefits, sup- 
plemental pension allowances, and free rail travel benefits not covered in 
the Company's principal pension plans. The Company funds the benefits 
payable as they become due. 

The Company amortizes the cumulative unrecognized net actuarial 
gains and losses in excess of 10% of the greater of the projected benefit 
obligation or market-related value of plan assets over the expected aver- 
age remaining service life of the employee group covered by the plans. 


J. Financial instruments 

Derivative financial instruments may be used from time to time by the 
Company in the management of its fuel, interest rate and foreign cur- 
rency exposures. Gains or losses on such instruments entered into for the 
purposes of hedging financial risk exposures are deferred and amortized 
in the results of operations over the life of the hedged asset or liability 
or over the terms of the derivative financial instrument. Income and 
expense related to financial instruments are recorded in the same cate- 
gory as that generated by the underlying asset or liability. 


K. Environmental expenditures 

Environmental expenditures that relate to current operations are 
expensed or capitalized as appropriate. Expenditures that relate to an 
existing condition caused by past operations, and which are not expected 
to contribute to current or future revenue generation, are expensed. 
Liabilities are recorded when environmental assessments and/or remedial 
efforts are likely, and when the costs, based on a specific plan of action 
in terms of the technology to be used and the extent of the corrective 
action required, can be reasonably estimated. 
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L. Income taxes 

The Company follows the asset and liability method for accounting for 
income taxes. Under the asset and liability method, the change in the net 
deferred tax asset or liability is included in income. Deferred tax assets 
and liabilities are measured using enacted tax rates expected to apply to 
taxable income in the years in which temporary differences are expected 
to be recovered or settled. 


2 Accounting changes 


A. Pensions and post-retirement benefits other than pensions 
Effective January 1, 1998, the Company changed its accounting policy 
for pension costs and adopted the corridor approach to account for 
experience gains and losses, as described in Statement of Financial 
Accounting Standards (FAS) 87, “Employers’ Accounting for Pensions,” 
and FAS 106, “Employers’ Accounting for Post-retirement Benefits Other 
than Pensions,” thereby conforming the Company's accounting practices 
with general industry practice. Accordingly, experience gains and losses 
within the specified corridor were not amortized in 1998. For the year 
ended December 31, 1997, pension expense and post-retirement costs 
included $10 million of amortization of net experience losses ($8 million 
in 1996). The cumulative effect of the change in accounting policy was 
$42 million (net of applicable income taxes) as at January 1, 1998. 


B. Computer software costs 

In the first quarter of 1998, the Company adopted Statement of Position 
(SOP) 98-1, “Accounting for the Costs of Computer Software Developed 
or Obtained for Internal Use.” In accordance with the requirements of 
this statement, this change has been applied prospectively. The impact of 
the adoption of SOP 98-1 was to increase net income by approximately 
$13 million for the year ended December 31, 1998. 


C. Comprehensive income 

Effective in 1998, the Company adopted FAS 130, “Reporting Compre- 
hensive Income.” This statement requires that all items that are required 
to be recognized under accounting standards as components of 
Comprehensive income be reported in a financial statement that is 
displayed with the same prominence as other financial statements. 


D. Pensions and post-retirement benefits other than 

pensions — Disclosure 

Effective in 1998, the Company adopted FAS 132, “Employers’ 
Disclosures about Pensions and Other Post-retirement Benefits.” This 
statement revises employers’ disclosures about pension and other post- 
retirement benefit plans. It does not change the measurement or recog- 
nition of these plans. It standardizes the disclosure requirements for 
pensions and other post-retirement benefits to the extent practicable 
and requires additional information on changes in the benefit obligations 
and fair values of plan assets that will facilitate financial analysis. 
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2 Accounting changes (continued) 


E. Properties 

Effective January 1, 1997, the labor, material and related overheads of 
track replacement costs are capitalized, thereby conforming the Company's 
accounting practices with the industry practice. The cumulative capital- 
ization adjustment of $589 million (net of applicable income taxes) is 
reflected in 1997 net income. 


es Acquisition of Illinois Central Corporation 


On February 10, 1998, the Company, through an indirect wholly-owned 
subsidiary, and IC entered into a merger agreement as subsequently 
amended on March 4, 1998, providing for the acquisition of IC by the 
Company for a purchase price of approximately U.S.$2.4 billion payable 
as to 75% in cash and 25% in common shares of the Company. Under 
the terms of the agreement, on March 14, 1998, the Company acquired, 
pursuant to the first-step cash tender offer, approximately 46.05 million 
common shares or 75% of the outstanding common shares of IC for 
$2,549 million (U.S.$1,796 million) or U.S.$39 per share. On June 4, 
1998, the Company and IC consummated the second-step merger by 
exchanging the remaining 25% of the outstanding common shares of IC 
at an exchange ratio of 0.633 shares of the Company’s common stock 
per IC share. As a result of the second-step merger, the remaining 25% 
of IC shares were exchanged for 10.1 million shares of the Company's 
common stock. In addition, the outstanding IC stock options were 
exchanged for stock options of the Company. 

The cash tender offer was initially financed by a U.S.$800 million 
one-year term loan facility, a U.S.$800 million draw-down on a five-year 
revolving credit facility and cash on hand. On April 24, 1998, the Company 
repaid U.S.$70 million (Cdn$100 million) of the revolving credit facility 
with cash on hand. In June 1998, the Company issued commercial paper, 
backed by the revolving credit facility, for U.S.$150 million (Cdn$220 mil- 
lion) of which U.S.$140 million (Cdn$199 million) was used to repay 
a portion of the revolving credit facility. In July 1998, the Company 
repaid the one-year term loan facility and reduced its draw-down on 
the five-year revolving credit facility with proceeds from the issuance of 
U.S.$925 million of long-term debt and from the issuance of additional 
commercial paper. 

The shares purchased under the cash tender offer and the shares 
acquired in the second-step merger were placed in a voting trust pend- 
ing approval by the STB of the Company's acquisition of control of IC. 
The STB approval, while expected, cannot be assumed and may not be 
granted prior to the second quarter of 1999. Upon completion of the 
change in control, the Company may incur certain costs which will be 
charged to income. 

The Company accounts for its investment in IC under the equity 
method of accounting in accordance with Accounting Principles Board 
Opinion (APB) 18, “The Equity Method of Accounting for Investments in 


56 Canadian National Railway Company 


Common Stock.” IC is considered a self-sustaining foreign entity with the 
U.S. dollar as its functional currency. Effective April 1, 1998, the Company 
designated U.S.$1.8 billion of its U.S. dollar denominated long-term debt 
as a foreign exchange hedge of its net investment in IC. Effective June 4, 
1998, and corresponding with the completion of the second step of the 
IC acquisition, the Company increased that designated amount to include 
all of its U.S. dollar denominated debt. The result is that unrealized for- 
eign exchange gains and losses, from the date of designation, on the 
translation of the Company's U.S. dollar denominated debt, are included 
in Accumulated other comprehensive income, along with the unrealized 
foreign exchange gains and losses on the translation of the Company's 
net investment in IC, which forms part of Shareholders’ equity. 

The investment in IC at December 31, 1998 includes an investment 
of $3,398 million related to the acquisition of IC shares pursuant to the 
cash tender offer and the second-step merger, $259 million related to the 
translation of the investment to its current Canadian dollar equivalent, 
$59 million for transaction-related expenses, and $105 million of equity 
in the earnings of IC since the date of acquisition. 

The Consolidated Statement of Income for the year ended Decem- 
ber 31, 1998 includes various items related to the acquisition of IC, 
including $117-million pre-tax interest costs on debt associated with 
financing the cash tender offer. The $105-million equity in the earnings of 
IC included in the Consolidated Statement of Income for the year ended 
December 31, 1998 represents the Company's portion of IC’s earnings 
from March 14, 1998, net of the amortization of the U.S.$1,800 million 
difference between the Company's cost to acquire IC and the underlying 
historical equity in net assets of IC, based on preliminary estimates of 
the fair values of IC's properties and equipment, and estimates of their 
remaining useful lives, as well as estimates of the fair values of other 
IC assets and liabilities. In total, items related to the IC acquisition 
increased net income for the year ended December 31, 1998 by $37 mil- 
lion. These amounts, as well as the impact of the issuance of shares 
pursuant to the second-step merger, increased the earnings per share by 
$0.27 for the year ended December 31, 1998. Excluding the 1998-special 
charge, the earnings per share increased by $0.01. The impact of the 
results of the final valuation of IC’s assets and liabilities and changes in 
accounting practices are not expected to have a material impact on the 
results of operations. 

If the Company had acquired its investment in IC on January 1, 
1997, based on the historical amounts reported by IC, net of the amorti- 
zation of the difference between the Company's cost to acquire IC and 
the underlying historical equity in net assets of IC (based on preliminary 
estimates of the fair values of IC’s properties and equipment, and esti- 
mates of their remaining useful lives, as well as estimates of the fair val- 
ues of other IC assets and liabilities), income from continuing operations 
would have been $253 million ($2.64 per share) for the year ended 
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December 31, 1998 (excluding special charges recorded by IC related 

to the merger) compared to $525 million ($5.51 per share) for 1997. 
Income from continuing operations would have included equity in earn- 
ings of IC of $153 million for the year ended December 31, 1998 (exclud- 
ing special charges recorded by IC related to the merger), compared to 
$146 million for 1997. Income from continuing operations would also 
have included after-tax interest expense related to the acquisition of 
$87 million for the year ended December 31, 1998 compared to $90 mil- 
lion for 1997. The pro-forma figures do not reflect synergies, and accord- 
ingly, do not account for any potential increases in operating income, 
any estimated cost savings, facilities consolidation or adjustments to 
conform accounting practices. 


4 Illinois Central Corporation consolidated financial information 


Summary financial information for IC, on its historical cost basis, for the 
years ended December 31, 1998, 1997 and 1996, and as at December 31, 
1998 and 1997, as provided by IC’s management, is presented below: 


Illinois Central Corporation 
Condensed Consolidated Statement of Income 


In millions of U.S.$ Year ended December 31, 1998 1997 1996 
REVERUGS Meret eae Stee oa NTN i RE $728.8 $699.8 $657.5 
Wiper aunGrexpensesis cum 4. casos osnvelancessaaocn sews 521.2 435.9 416.3 
Operating iincOMe vee canna ctu. atiaenannraciecaiwtcnse es 207.6 263.9 241.2 
OTIERINCOME dat oeveare itech woe Data e UAE wena ae ee 9.3 6.0 8.6 
letereastiexpense: vost siccueemiat eons ack suet concise (41.2) (40.0) (34.1) 
Income before income taxes ............esceeeeeen ees 175.7 229.9 205e7 
Income} faxiexnenSerc../acccereet eaters cote a (70.1) (79.7) (79.1) 
NCB IITCOM Cotten ont in Seek ene eae ae $105.6 $150.2 $136.6 


Operating expenses for the year ended December 31, 1998 included 
special charges of U.S.$48.5 million (U.S.$41.2 million after tax) for 
severance and other costs related to the merger. 


6 Properties 


In millions 


December 31, 1998 


Illinois Central Corporation 
Condensed Consolidated Balance Sheet 


In millions of U.S.$ December 31, 1998 1997 
Assets 
GCUITEN assets eeanne or davai, austere elena ene a eh $ 249.9 $ 199.2 
NOAECUnantrassetsinncemstect cc she iaomcceaaaiern a naan vec con 1,923.9 1,810.2 
OVA aSS ORD roster is SI A Se ai Onn oe cM te Toei aed Laos $2,173.8  $2,009.4 
Liabilities and stockholders’ equity 
Ciirrentnliabiittesmaares ee enc nas Mees. | coe Je dann hee $ 297.0 $ 255.1 
Lohg=term deb ti wetrieanccsacnietn cacesticstioumeeorcan siatnain a 557.3 572.2 
Deferreditaxes ernment ean ect catne me cecmoten ms ceiates 442.8 409.2 
Othemiabilitiesses cewcn cuca vee ero SN Rl al 130.2 130.1 
Stockholdenseqtiity tevez. munsee sees woe ce te amnees ne wate 746.5 642.8 
Total liabilities and stockholders’ equity ..........0.000c000000. $2,173.8  $2,009.4 
5 Accounts receivable 
In millions December 31, 1998 1997 
Freight 
MAC Orcter aeert ee aitieancek war cist Shears ates Saree ae au one ais $217 $504 
I Noel gd {eto ltl coke Ni read ea AA Ay pak een Aa Ne te te te 48 43 
Nonsireightecrcasminrassc: ae aicacan carat tin coe eae cee eer eh eG 175 164 
440 711 
PFOVISIONOMAOUDLU ACCOUNTS ser asaaeahaen cent Week toe enc dicianes Fe (41) (44) 
$399 $667 


On June 25, 1998, the Company entered into a revolving agreement 
to sell eligible freight trade receivables. The agreement, which expires in 
June 2003, allows for sales of freight trade receivables up to a maximum 
of $250 million. At December 31, 1998, $150 million and U.S.$45 million 
(Cdn$69 million) had been sold on a limited recourse basis, pursuant to 
the agreement. The Company has retained the responsibility for servicing 
and collecting the accounts receivable sold. Costs related to the agree- 
ment, which fluctuate with changes in prevailing interest rates, are 
included in Other income. 


December 31, 1997 


Accumulated Accumulated 

Cost depreciation Net Cost depreciation Net 

WaGhenG TOAdWayarntice sen caee nul ae ve hoe earns $10,640 $5,646 $4,994 $10,263 $5,627 $4,636 
BUnlainGsteaenac Secon acne Cosette nis arodney fe kem ake 964 627 337 920 616 304 
RONINGIStOCK Merce scene wiitat RunUAcoCse oadne wmenaaemonane 2,303 1,062 1,241 2,248 1,073 1,175 
OME se icnaecninos ks. rotted eet ani aniatwss alate sine 717 486 231 679 491 188 
$14,624 $7,821 $6,803 $14,110 $7,807 $6,303 

Capital leases included in properties ................0.0008 $ 620 Siee2 $ 548 $ 505 $ 50 $ 455 
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7 Credit facilities 


In connection with the acquisition of IC, the Company entered into a 
U.S.$800 million one-year term loan facility and a U.S.$1,000 million 
five-year revolving credit facility. Concurrently, the Company terminated 
its previous revolving credit facilities. The credit facilities provide for 
interest on borrowings at various interest rates including the Canadian 
prime rate, bankers’ acceptance rates, the U.S. federal funds effective 
rate and the London Interbank Offer Rate plus applicable margins. The 
credit facility agreements contain customary financial covenants, based 
on U.S. generally accepted accounting principles, including i) limitations 
on debt as a percentage of total capitalization, ii) maintenance of tangi- 
ble net worth above predefined levels and iii) maintenance of the fixed 
charge coverage ratio above predefined levels. The Company was in com- 
pliance with all of these financial covenants throughout the year. In July 
1998, the Company repaid the one-year term loan facility and reduced its 
draw-down on the five-year revolving credit facility with proceeds from 
the issuance of U.S.$925 million of long-term debt and from the issuance 
of commercial paper. The Company's commercial paper program is 
backed up by the five-year revolving credit facility. As at December 31, 
1998, the Company had U.S.$347 million (Cdn$532 million) of commer- 
cial paper outstanding and U.S.$220 million (Cdn$337 million) outstand- 
ing under the revolving credit facility. 


8 Accounts payable and accrued charges 


In millions December 31, 1998 1997 
Trade: payables a .icuee tatsec cece ncnuneate cara cers on career $ 263 $ 306 
Current portion of workforce reduction provisions ................ 235 177 
Payroll-related ‘accrttalsis? 2uncmccsene tres Qcnmetanautnexae reise ate 177 168 
Accruedicharges 25 vaca fichier oc tewrahah tren rtae eee 121 119 
Accrued interest on long-term debt ..............cceeeeeeeee eee e ee 111 46 
Accruedoperating}leases#c20. 25.2 -cemet acces oueiteis secrets anita 85 112 
thal. saatasividetantca-aavdieladirve s aes ew eee nchotem oatgeteepan Neeeeaeme tase 166 124 
$1,158 $1,052 
9 Other liabilities and deferred credits 
In millions December 31, 1998 1997 
Workforce reduction provisions, 
net af current portioni(A) 2s aes 4 cae acre see newerneee tne one $ 590 $281 
Accrual for post-retirement benefits 
other ‘than; penSiOnS.(B)? ip..2.)cc aneaweuookeinnmemedeeavecnnys sr 145 135 
Personal:injury TASCrver.rs si cuzctacts arlomeamiance hemehe at oases teas 108 88 
Environmental reserve, net of current portion ..............00seee: 38 59 
Deferred: credits and Other ici) act teste cia nicts carne otote maeacsea sein el 324 273 
$1,205 $836 
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A. Workforce reduction provisions 

The workforce reduction provisions, which cover employees in both 
Canada and the United States, are mainly comprised of severance pay- 
ments which will be disbursed over a period of up to six years. Other ele- 
ments of the provisions mainly include early retirement incentives and 
bridging to early retirement. Payments for severance and other elements 
of the provisions have reduced the provisions by $187 million for the 
year ended December 31, 1998 ($197 million for the year ended 
December 31, 1997). The special charge recorded in 1998 with respect 
to workforce reductions, excluding the related pension curtailment, 

had the effect of increasing the aggregate provisions to $825 million at 
December 31, 1998. 


B. Post-retirement benefits other than pensions 


(i) Change in benefit obligation 


In millions Year ended December 31, 1998 1997 
Benefit obligation at beginning of year.............ccceeeeeneeeee ees $132 $126 
SOVICENCOST Gat Hie ie dicks Mentee sehr nme dase mee ses Caan emanates 4 a 
Interest COSC es .caas onan akaedananuonv tare at oabiceebe reer nets 11 7 
Foreign currency Changes ............0ctessveceneeeneeeeeeceeeeenaes 2 - 
Actuarialsloss:i9,% 202 6taa mine isonet eer aemcicps a saueont muss 30 3 
Benefitsipaid) sire enwcaties te diex ine ase cotemtete nies es eee asta tae (7) (7) 
Benefit obligation at end Of YOar .... 16... cece cee e enn cent eens $172 $132 
(ii) Funded status 
In millions December 31, 1998 1997 
Unfunded benefit obligation at end of year ...........cceeeeeeene ees $172 $132 
Unrecognized net actuarial (loss) gain ...........0cceececseeeecu eens (22) 9 
Unrecognized‘ prior:service’COSt i tink) caus cet ne. canta eeewnseniers (5) (6) 
Accrued benefit cost for post-retirement benefits 
Oban than Pensions ata tyacce sees rose eee ae eee eae $145 $135 
(iii) Components of net periodic benefit cost 
In millions Year ended December 31, 1998 1997 1996 
SenVICeiCOSt wok teeter tau omens eee ae $ 4 $3 $3 
NTEESE COStN Ges iiiay toes acc ateemie ances scutes, tara 11 7 6 
Amortization of prior service Cost .............00ee eee 1 1 1 
Recognized net actuarial loss (gain)...............6006 1 (2) (8) 
Net periodic benefit COSt ..........cccccceeeeneneeeens $17 $9 $2 
(iv) Weighted-average assumptions 
December 31, 1998 1997 1996 
Discountsvate a: \aae ts che dian cena atemeenn nveretateses 6.00% 7.44% 8.00% 
Rate of compensation increase............ceeeeneenees 4.25% 4.50% 5.25% 


The effect of a one-percentage-point increase or decrease in the 
assumed health care cost trend would be to increase or decrease the 
1998 post-retirement benefit obligation by approximately $4 million. 
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1 0 Long-term debt 


Currency 
in which December 31, 
In millions Maturity payable 1998 1997 
Bonds, debentures, and notes: (A) (B) 
Canadian National series: 
SU salae \ TRSH SE LANTOS Nea Rha Gra Pores Meet, Aue Ae alr Pil Al Gale ner 2 trate a) Ca May 14, 1999 Cdn$ Sar o0 $ 50 
De opeedl o-Vedte SWISS TaNCDONAS" (Chicos caetcd vec ste ose Mice cee cece CEMA aN ce vawco tsa une ebiae: Aug. 22, 2000 CHF 99 99 
Bra emmy COL MOLES Ine ane setas cerca c Mane mitiaiets oe eet asin Coe BER TMP RE HE Caan ck aes lake May 21, 2001 Cdn$ 150 150 
Civ ome Os VGA HOLESH. cnet siasate ceteris eon aise ae ane ee OGRE NG Sue nee cawommne sd bwacesectvhan May 15, 2003 U.S.$ 190 190 
ie cee VOCRITOLC Sepp avatar armen en aia ssa hie wads eg amide ae Rete aa mek ack ales aadaaica sean Wak ow «cad Mar. 15, 2004 U.S.$ 365 365 
Or avombU tab ei Resetsecurites:(PURS) (0) icnumnpmcneees ane vn wet abeueceen Ges tres Petanne alate ie scataanh July 15, 2006 U.S.$ 355 - 
BiSUZomZ eV CAICNOLeSs Ejeet n ia pea us ee RS NUS CEST ice amas arcmin ae dae ws Pe wats ee cee July 15, 2018 U.S.$ 284 - 
Be aoe A VOat BPDORINES Pes acc fe naoors och chant stotins cea ko nae ee Ge SEE sagen May 15, 2023 U.S.$ 190 190 
Cro UGS ULVEATINOLESN(E) santa aaa ccsnee aere COMA ree ARC oe OLE Tee eae en ee July 15, 2028 U.S.$ 674 - 
RotalpOns CeDEHH ES ANG NOTES & hours ieee a Ae ea URGE CAG vue oie pew oer tea ee 27350 1,044 
Other: (A) 
REMOMANO)GECI STACI Iya (NOLGW/) stercnte. ca clokun tis eos Rete M aa ahiied owas tidTze a aayoue fe casei en me alone. U.S.$ 312 - 
Mamineretats Oa pela heed seca eeeareh crema kak cil homneisien samtce Gehan na eab Lak wera Gaara U.S.$ 493 = 
Amounts owing under equipment agreements (G) ............0ccccccecececcucecceeucuevevucuecaeneneesens Various 65 75 
GabiralpleaseyGUuGalonsy(H) Meat cere atue oan re me eos sek Game em oer ee Various 578 480 
ROM simenn toy cUnrentiexchangerateqA) aeren cna oc uMentyeetn neat ns arpa elas cin Aap cee Mesias 331 75 
LOL EET OUR Fosttoten yoke peer Bo Oe aS OST Ste ae SAO oS AEE Ho PERE AR er ee a 1,779 630 
SUSU CUET AVE a2 ae aap: eps ap RO A A eR aC eae EEE IY Ia ek Meh RP Re 4,136 1,674 
Less: 
TEDL DOLMOM OL ONG tenn deWt asm se neee ee nen ei acres e macitan mittee ek crs ad vine acre se aeons 133 43 
NEUUNaITONZeCats COUN tas stmrcinatstrs Ae ak eatectelcts nese PRE RCer aT ae TCR Tat eth tion Pe tenance 8 3 
141 46 
$3,995 $1,628 


A. U.S. dollar denominated long-term debt amounts are reflected in 
Canadian dollars at the rate in effect at the time of the issuance of the 
long-term debt. The effect of the current exchange rate conversion is 
included in “Adjustment to current exchange rate.” 


B. The Company's bonds, debentures, and notes are unsecured. 


C. The August 22, 2000 bonds issued in Swiss francs (CHF170 million), 
bearing an interest rate of 5%%, were effectively converted at their issue 
date to a $99-million Canadian dollar obligation through a currency 
swap agreement at an all-inclusive cost of 11.17%. 


D. The PURS contain imbedded simultaneous put and call options at par. 
At the time of issuance, the Company sold the option to call the securi- 
ties on July 15, 2006 (the reset date). If the call option is exercised, the 
imbedded put option is automatically triggered, resulting in the redemp- 
tion of the original PURS. The call option holder will then have the right 
to remarket the securities at a new coupon rate for an additional 30-year 
term ending July 15, 2036. The new coupon rate will be determined 
according to a pre-set mechanism based on market conditions then 
prevailing. If the call option is not exercised, the put option is deemed 
to have been exercised, resulting in the redemption of the PURS on 

July 15, 2006. 
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E. The 20-year and 30-year notes are redeemable, in whole or in part, at 
the option of the Company, at any time, at the greater of par and a for- 
mula price based on interest rates prevailing at the time of redemption. 


F. During 1998, the Company initiated a commercial paper program. The 
program enables the Company to issue commercial paper up to a maxi- 
mum aggregate principal amount of $600 million or the U.S. dollar 
equivalent and is supported by the revolving credit facility. Commercial 
paper debt is due within one year but has been classified as long-term 
debt, reflecting the Company's intent and ability to refinance the short- 
term borrowing through subsequent issuances of commercial paper or 
drawing down on the revolving credit facility. 


G. These agreements are secured by rolling stock and payable by 
monthly or semi-annual installments over various periods to 2003 at 
interest rates ranging from 6% to 13%%. The principal amounts are 
payable as follows: $44 million and U.S.$16 million (Cdn$25 million) as 
at December 31, 1998, and $49 million and U.S.$19 million (Cdn$28 
million) as at December 31, 1997. 
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1 0 Long-term debt (continued) 


H. Interest rates for these leases range from approximately 4%4% to 
144% with maturity dates in the years 1999 through 2016. The imputed 
interest on these leases amounted to $530 million as at December 31, 
1998, and $460 million as at December 31, 1997. 


/, Principal repayments for the following fiscal years, including repur- 
chase arrangements and capital lease repayments on debt outstanding 
as at December 31, 1998 but excluding repayments of commercial paper 
of $532 million (U.S.$347 million) and amounts related to the revolving 
credit facility of $337 million (U.S.$220 million), are as follows: 


Year In millions Amount 
T99O: icceec et eat ae et ee eat ae oe aS TaN Re eae rere ea REE AHR $ 133 
DOOD ss ie Picea ae aire csattecame create sls a pa Re Me meas Ree ea en ae 178 
ZOO Tris wis eatin Bag ceheeahs de Mea eS yee ote cei Wee a te Mn Teeter aaa 214 
PL Veena ner va ene eee Ie OM nore aee se ianace Redatis cotta 9 
ZOOB ss % oie sre datae seattatea salar sphon sare ne eee nema ccen Gera anTMN cece epee 245 
2004 andithepbatter crac. ph seccedscmeincelennciousnceoten aan cn battaseilen aise 2,480 


J. The aggregate amount of debt payable in U.S. currency as at 
December 31, 1998 is U.S.$2,343 million (Cdn$3,590 million) and as 
at December 31, 1997 is U.S.$800 million (Cdn$1,143 million). 


K. During 1998, the Company recorded $156 million in capital lease 
obligations ($213 million in 1997) related to rolling stock financing. 


1 1 Capital stock 


A. Authorized capital stock 

The authorized capital stock of the Company is as follows: 

e Unlimited number of Common Shares, without par value 

e Unlimited number of Class A Preferred Shares, without par value 
issuable in series 

e Unlimited number of Class B Preferred Shares, without par value 
issuable in series 


B. Issued and outstanding common shares 

During 1998, the Company issued 10.1 million common shares as a result 
of the second-step merger with IC. The Company also issued 0.2 million 
shares related to stock options exercised and employee share plans. The 
total number of common shares issued and outstanding was 95.9 million 
as at December 31, 1998. 


1 Z Stock plans 


A. Employee share plans 

(i) As part of the public offering in 1995, eligible employees purchased 
shares under the employee share plans. The Company provided non- 
interest bearing loans of up to 90% of the share purchase price to 
eligible employees. During 1998, the Company issued a total of 
47,778 common shares (matched shares) to those employees whose 
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shares in the plans had vested during the year. An additional 22,506 
common shares will be issued by the Company once their vesting 
requirements are met. 


(ii) Effective September 1, 1997, an Employee Share Investment Plan 
(ESIP) was implemented giving eligible employees the opportunity 
to subscribe for up to 6% of their gross salaries to purchase shares 
of the Company's common stock on the open market and to have 
the Company invest, on the employee's behalf, a further 35% of 
the amount invested by the employee. Participation at December 31, 
1998 was 5,100 employees (1,893 at December 31, 1997). The total 
number of ESIP shares purchased on behalf of employees, including 
the Company's contributions, was 122,061 in 1998 and 19,203 
in 1997. 


B. Stock options 
The Company has stock option plans for eligible managers to acquire 
common shares of the Company upon vesting at a price equal to the 
market value of the common shares at the date of granting. The options 
are exercisable during a period not to exceed 10 years. The right to exer- 
cise options generally accrues over a period of four years of continuous 
employment. Options are not generally exercisable during the first 12 
months after the date of grant. At December 31, 1998, a total of 5.9 mil- 
lion common shares remained authorized for issuance under these plans. 

Options issued by the Company include conventional options, which 
vest over a period of time, and performance options, which vest upon 
the attainment of Company targets relating to the operating ratio and 
unlevered return on investment. The total conventional and performance 
options outstanding at December 31, 1998 were 2.5 million and 1.0 mil- 
lion, respectively. 

Changes in the Company's stock options are as follows: 


Number 
of options 


Weighted-average 
exercise price 


In millions 


Outstanding at December 31, 1995 ...........cceseeeeeee 1.0 $27.00 
Graritediy sd tat ce taccae sancipints tate shin uence anf 0.6 $37.20 
GANCeledy artitat ccna se cateng aractintekeaeAt ax actu an wahinumee (0.1) $29.32 
Outstanding at December 31, 1996 ............. cece eee 1.5 $31.14 
CTE iat ace aan Ne RP ae NT GARE GROSS bes 0.6 $56.59 
GCanceledne Aare ec ee ce hare rae pie hac ae ia RR (0.2) $29.50 
EXORCISGC atest isos ithaca utecmint Sade re es fo (0.1) $31.06 
Outstanding at December 31, 1997 ............ceeeeee ees 1.8 $38.87 
Conversion of GOptions: .cewen vs .tieeasuienntovesansemans ex LS U.S.$45.14 
Granted bis x ace, cavace tak c wisely SRC ue ne ee areca 0.6 $74.70 
CAPICAIR GI rec aad tie Cacti eoieeccs nl Ota ee ieee een (0.2) $40.44 
Exercised (yen a ioea acc thes Ole cutacid staatien eos eNe ce nee (0.2) $38.84 
Outstanding at December 31, 1998 00. ...cccecceseuven 3.5 $58.22 


(1) Includes the IC converted stock options translated to Canadian dollars using 
the foreign exchange rate in effect at the balance sheet date. 
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Stock options outstanding as at December 31, 1998 were as follows: 


Options outstanding 


Options exercisable 


Weighted- Weighted- Weighted- 
average average average 
Range of Number years to exercise Number exercise 
exercise prices of options expiration price of options price 

In millions In millions 
DO PUOMssOraNtedt 101995 rate nceesctes sacaiiacnt sven keen anc $27.00 0.5 4 $27.00 0.3 $27.00 
Optionsiapanted: int 199G wack ate cass omen satan van enes $37.04-$47.44 0.4 4 $37.27 0.1 $37.50 
OPEONSIGhANTEC NATO Je meaiclli ecu vsach cc <Qaucuieseln eae $49.70-$77.50 0.5 6 $56.78 = $58.81 
Opuonssgranted inst998 Use cl ckmsbni a acscvseoes ones ones $12.91-$93.70 2a 8 $71.02 1.5 $69.43 
Balance at December 31, 1998".......... ea eA ay se 3.5 6 $58.22 1.9 $60.74 


(1) Includes the IC converted stock options translated to Canadian dollars using the foreign exchange rate in effect at the balance sheet date. 


C. Stock-based compensation expense 

Compensation expense for certain performance-based stock-option 
awards under these plans is determined by the options’ intrinsic value in 
accordance with APB 25, “Accounting for Stock Issued to Employees,” and 
related interpretations. Compensation expense recognized for stock-based 
awards was $13 million, $17 million and $14 million in 1998, 1997 and 
1996, respectively. Had compensation expense been determined based 
upon fair values at the date of grant for awards under these plans, 
consistent with the methods of FAS 123, “Accounting for Stock-Based 
Compensation,” the Company's pro-forma net income and earnings 

per share would have been as follows: 


1998 1997 1996 
Netincome:(iniimions) ..S:nca vs. nesceseedensstar vee $ 270 $1,051 $ 857 
Basic earnings per Share .......scsesceseseeeseeeeevens $2.95 $12.35 $10.09 
Diluted earnings per share ...........ccccceseeee ee eves $2.92 $12.19 $ 9.98 


These pro-forma amounts include compensation costs as calculated 
using the Black-Scholes option pricing model with the following 
assumptions: 


1998 1997 1996 

Expected option life (Vears)....c.....cecceseeeeneeaeeas 7.0 7.0 7.0 
Risk-freeuinterestirate conor cate sdacceeceuvdease nastier 5.52% 6.05% 7.39% 
Expected stock price volatility ..............cceeeeeees 30% 30% 30% 

Average dividend per share ................ccceee eens $1.06 $0.92 $0.80 

U.S. GAAP 


1 3 Pensions 


The Company has retirement benefit plans under which substantially all 
employees are entitled to benefits at retirement age, generally based on 
compensation and length of service and/or contributions. The tables that 
follow pertain to all such plans. However, the following descriptions 
relate solely to the Company's main pension plan, the CN Pension Plan. 
The Company's other pension plans are not significant. 


Description of plan 

The CN Pension Plan (the Pension Plan) is a contributory defined benefit 
pension plan that covers substantially all CN employees. It provides for 
pensions based mainly on years of service and final average pensionable 
earnings and is generally applicable from the first day of employment. 
Indexation of pensions is provided after retirement through a gain (loss) 
sharing mechanism, subject to guaranteed minimum increases. An inde- 
pendent trust company is the Trustee of the Canadian National Railways 
Pension Trust Funds (CN Pension Trust Funds). As Trustee, the trust com- 
pany performs certain duties which include holding legal title to the 
assets of the CN Pension Trust Funds and ensuring that the Company, 

as Administrator, complies with the provisions of the Pension Plan and 
the related legislation. 


Funding policy 

Employee contributions to the Pension Plan are determined by the plan 
rules. Company contributions are in accordance with the requirements of 
the Government of Canada legislation, The Pension Benefits Standards 
Act, 1985, and are determined by actuarial valuations conducted at least 
on a triennial basis. These valuations are made in accordance with leg- 
islative requirements and with the recommendations of the Canadian 
Institute of Actuaries for the valuation of pension plans. 
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1 3 Pensions (continued) 


Description of fund assets 


The assets of the CN Pension Plan are separately accounted for in the CN 
Pension Trust Funds. These assets consist of cash and short-term invest- 
ments, bonds, mortgages, Canadian and foreign equities, real estate, and 


oil and gas assets. 
(a) Change in benefit obligation 
In millions Year ended December 31, 1998 1997 
Benefit obligation at beginning of year .............ccceeeene ees $ 9,151 $8,428 
AMONCMeENtS” te Gist ieaten cuales Gee adans tenn meme nace ema aan 212 = 
SQIVICE: COST area suantare camaectenQees aneka eam uate ueteeimatert ovate’ 81 51 
INtEKESE GOST taac.cs see Merwe anaee i koe cinealent west Rae erone 629 614 
Plan. participants” contributions, a1. ecu. seaseesasuheeincnteaaas 76 77 
FOFEIGN CUTFENCY:CHANGES .ds sate moan antnnanentetomemeneenmetes if 2 
Effect of curtailment. satis aie kites scrshcrn sn anacmteeenaeiad apr 23 - 
Actiiat ial |OSS:\ 2no* fa ie ah eet ae ook hs me Metoe co NO taney 1,006 593 
Benefit payments and transfers .............cccceeeeeeseeeeeeees (645) (614) 
Benefit obligation at end Of Year .... 2.1... cece eee entenne ene eees $10,540 $9,151 
(b) Change in plan assets 
In millions Year ended December 31, 1998 1997 
Fair value of plan assets at beginning of year................0e0. $ 9,984 $9,279 
Actial return ion; plan assets: 2 -./acncs culate ne maemeetarmcwene seer 1,229 1,172 
Employer: contribtionsvzc.arinaneuemacnasa states stn adelante 77 68 
Plan participants’ Contributions ....2.ci.seecsercreedecsucnars aes 76 77 
Foreigh\currency changésif...vicc.zscc. waechs to etectieets cena ce 7 2 
Benefit payments and transfers .............ccseeeeeeeeeeeeeenes (645) (614) 
Fair value of plan assets at end of year ..........00ccccneeeeeees $10,728 $9,984 
(c) Funded status 
In millions December 31, 1998 1997 
Excess of fair value of plan assets over 

benefit obligation at end of year ...........cccceseeeeeeeeene ees $ 188 $ 833 
Unrecognized net actuarial gain .............cecee eens eeeeeeeeneees (372) (929) 
Unrecognized net transition obligation ...............ceeeeeeeeees 96 122 
Unrecognized: prion’servicercOst "0.)u)..0.2.cncanhe dems inane aoe ee 193 3 
NEE AMOURETECOGINZEN ieciiccsrrrteisteicinete Maken cialis slate a RR ee ee Se ete $ 105 $ 35 
(d) Amount recognized in the Consolidated Balance Sheet 
In millions December 31, 1998 1997 
Prepaid benefit.costeyr. runs toaete euiccsenetatccwiaktastercte tecoie to esteem $ 112 $ 42 
Accrued  benetit: costs Sin cevcss cutee stn cca Sah oat eaten sec ea arenes (7) (7) 
Additional minimum )jiability’ =. 02..4s<temesetenen steioumah svn cis dale (5) = 
Intangible assets casstey vss vswcieere ate ders sauieis yy stroteiei este ata ater 3 - 
Accumulated other comprehensive income ...........0sceseeeeeneee 2 - 
Net amount ECoGnized 25: serccceat enanen couine tn exiis eee ereictan $ 105 $ 35 
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(e) Components of net periodic benefit cost 


In millions Year ended December 31, 1998 1997 1996 
SerViGe:cOSE; ... sninyscseonitiguavcaspemeea eee nee $ 81 $ 51 $ 45 
ILCLESTSCOS Ewan: Nansnanimastiensweciecni tenes eee Race 629 613 611 
Expected return on plan assets ...........seeeeeeeeees (701) (657) (642) 
Amortization of net transition obligation ....... te elaisie 21 20 20 
Amortization of prior service COSt .........00.eeeee eens 20 2 1 
Recognized net actuarial loss ............0eeeeeee eee - 12 9 
Net periodic benefit cost .......... mngactespucor screen $ 50 $ 41 $ 44 
(f) Weighted-average assumptions 
December 31, 1998 1997 1996 

DISCOUNT Tater. in). teh actactmean ee nt vento ER ae ebnn 6.00% 6.50% 7.50% 
Rate of compensation increase.............0.0.eeeeees 4.25% 4.50% 4.50% 
Expected return on plan assets for 

year ending December 31............0:sseeseeeenes 9.00% 8.25% 8.40% 


As at December 31, 1998, one of the Company’s pension plans had an 
accumulated benefit obligation ($114 million) in excess of the fair value 
of the plan assets ($102 million) which gives rise to additional minimum 
pension liability. The projected benefit obligation was $119 million at 
December 31, 1998. 

Assuming the change in accounting policy for pension costs had 
been applied retroactively, the use of the corridor approach would have 
resulted in a net periodic cost of $29 million for 1997 and $36 million 
for 1996. 

During 1998, the Company recorded a special charge for workforce 
reductions of $590 million which includes $36 million related to the 
curtailment of the Pension Plan. The curtailment increased the projected 
benefit obligation by $23 million and reduced the unrecognized transition 
obligation and unrecognized prior service cost by $5 million and $8 mil- 
lion, respectively. 


1 4 Special charges and extraordinary item 


A. Special charges — Workforce reductions 

The Company recorded a charge to operations of $590 million in 1998 
and $365 million in 1996 for-workforce reduction plans aimed at reduc- 
ing future operating costs and increasing productivity. The 1998-charge 
of $590 million includes severance and other payments to be made 

for approximately 3,000 reductions (1,400 occurred in 1998 with the 
remainder planned to be completed before the end of 1999). Labor pro- 
ductivity and operating efficiency initiatives span the entire organization 
with reductions in the administration, transportation, engineering and 
equipment functions. The majority of payments related to workforce 
reductions are expected to occur throughout the next six years. 


B. Extraordinary item—Loss on extinguishment of long-term debt 
The loss on extinguishment of long-term debt in 1996 amounted to 
$16 million. 
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1 5 Interest expense 


In millions Year ended December 31, 1998 1997 1996 
interestonilong-term debts :.c<c).s<s cwccseucesoes crac $257 $121 $109 
Interest on short-term borrowings ...........:..seee00 2 2 7 
PLCOSTSINCOMIAL aco gresa mei iacecsacetima Comm aman anek (17) (6) (3) 
Total continuing operations ..........0..cc0ccecer sevens $242 $117 $113 
Cash interest payments for continuing operations ...... $192 $109 $118 


1 6 Other income 


In millions Year ended December 31, 1998 1997 1996 
Gain on disposal of properties...............c0ceeceeee $ 51 $ 37 $ 26 
FAVEStMENWINCOME amas sarc <wentncgs bceuctes pamte tele 20 19 20 
NEtTental iOSS) str easeh conc ihis oetnn Paes chew saea ty (20) (10) (9) 
Income (loss) from: Canac Inc. o....5..cascsctecvseves van 5 (2) (1) 
Gain on sale of interest in joint venture ................ - 21 - 
OH SETE ging NAB ureetce a ee eitner ae Pine te ee en OnE So (13) (3) 5 
$ 43 $ 62 $ 41 


1 7 Income taxes 


The Company's income tax (expense) recovery from continuing operations 
is as follows: 


In millions Year ended December 31, 1998 1997 1996 
Combined basic Canadian federal 
and provincial tax rate 
(combined basic tax rate).........:.ccees ene eeeen ens 44.4% 44.4% 44.4% 
Income tax expense from continuing 
operations based on the combined 
DaSIG taxilatGicy sees tee sac ise ok ax oer amle ties $(132) $(370) $ (68) 
Income tax (expense) recovery 
resulting from: 
Federal large corporations tax 
ANGIOMEGCASIN TAXES stot ctor met enias aeteee oct s (18) (10) (11) 
Equity iniearningsioflG: co c.n- casceeccoas ne somenca 47 - - 
Gain on disposal of properties ..............00eee ee 8 4 5 
OiAITST Raise 2 A en ee ee 21 11 (5) 
Recognition of income tax benefits 
related toprol YOars)sasanaaparnclacmeiebenias cies - = 773 
Income tax (expense) recovery 
from continuing operations ........6..cc0cecee ences $ (74) $(365) $ 694 


Income tax (expense) recovery 
from continuing operations 
is represented by: 


Gripen wont merce nen tac we bineeie nen Cake ehece meses $ (18) $ (10) $ (11) 
DTT begga cee nee te ep Nee ae (56) (355) 705 
$ (74) $(365) $ 694 


Income tax recovery (expense) 
related to discontinued 


ONEFAMONS Caner esac nents Clee ta lene aces chy sla deh $ - Se12 $ (3) 
Cash payments for income taxes ...........0seeeeeee ee $ 18 $ 10 $ 11 


U.S. GAAP 


Significant components of deferred income tax assets and liabilities 
are as follows: 


In millions December 31, 1998 1997 
Deferred income tax assets 
ossicathyionwardsuntseaarcns suck scevoainurer shpuccaonumackh nei $222 $165 
Workforce reduction provisions .....:..0...seceeseeceteessneseuenes 352 178 
ACEHUalS ANGHOthEnTeSCIVEStas ci vawcs ccksaaseunGanhokangevaedaoes 76 42 
Post-retirement: benetits ss: ic ce scew sskus ss doianetcessoarcgtahie deat 20 45 
670 430 
Deferred income tax liabilities 
PLOPEYUeS parece stain Satta unig ie Man noses eaters Wilin awiacbbaeabhe 866 536 
866 536 
Total net deferred income tax liability ..............0..ccccceeeeeeee 196 106 
Net current deferred income tax asset ............e0cceeeeeeeeseees 131 241 
Net long-term deferred income tax liability .........00.ccccceceeees $327 $347 


1 8 Discontinued operations 


Consistent with the Company's plan to focus resources on operating a 
transportation network, in late 1997, the Company adopted a formal 
plan to exit its telecommunication business operated by a subsidiary. 

In late 1996, the Company sold all the shares of CN France S.A., a 
wholly-owned subsidiary, to Scribe Gestion S.A. The net proceeds retained 
by the Company resulted in a gain of $14 million. 


A. Income (loss) from discontinued operations 
Amounts included in the Consolidated Statement of Income are 
comprised as follows: 


In millions Year ended December 31, 1998 1997 1996 
Net income (loss): 

GNURrancemirataveueds saan atc uasnsbten ea Maric aaantviels s $ - $ - Sine 

Telecommunication business ..............cceeeeeeeee - (6) (4) 
Net loss from discontinued operations ..............+.+5 - (6) - 
Provision for loss on disposal of 

telecommunication business 

activities, net of income tax 

FECOVEryiOF SSiMUMiON\n ss Rea se catuai weg euaman tren sus - (12) - 
Gain on disposal of investment 

in CN France, net of applicable 

income taxes of $6 million ............000ceceeeeeees - - 14 

- (12) 14 

Discontinued operations 

(net of applicable income taxeS) ..........0.00ce0ee0s $ - $(18) $ 14 


Canadian National Railway Company 63 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


1 8 Discontinued operations (continued) 


B. Net liabilities of discontinued operations 
Amounts included in the Consolidated Balance Sheet are comprised 
as follows: 


In millions December 31, 1998 1997 
CUPTARE-ASSEIGS eral tit oes sere tena are Goes OU ae oH ee ee $8 $10 
Deferred mcometaxes.ccee ps oes ectees a ten aiae eh eer ceeene 6 6 
TOtal ASSOUS Haan s eee SA eee ee eee EOE 14 16 
Culrentiliabilities; c36<ey teahe las, ccaatae erence ee eee eer 17 19 
Other liabilities and deferred credits...........ccccccseeeeeereeeeeeees 1 1 
TOL al HAD HITOSe sor Bik ep occas Hane rc te aE RR 18 20 
NEE ADIITES raczcardeeaiacrs second veteran eae Ree $ 4 $4 
C. Net (decrease) increase in cash 
Amounts included in the Consolidated Statement of Cash Flows are 
comprised as follows: 
In millions Year ended December 31, 1998 1997 1996 
Operatingiaetivitiesscnseevasces acm Soon: cece eet: $ - $(44) $(22) 
INVEStINGaCtIVItiCS tere acs ce sace merae tein teenie avers - 24 33 
FINANCINGPAGTIVITICS sna ncccensactmase ccs mete eet - - (1) 
Cash (used by) provided from 

Giscontinued Operations fos. .vexeuces acess ge see $ - $(20) $ 10 


1 9 Segmented information 


A. Geographic areas 
The majority of the Company's operations and assets are within Canada 
with the exception of U.S. rail operations. 


B. International traffic 

In addition to the revenue generated by U.S. rail operations, the 
Company derives revenue from Canadian rail operations originating or 
terminating on railroads in the United States. These revenues amounted 
to approximately $978 million in 1998, $997 million in 1997 and 

$905 million in 1996. 


C. Investment in Illinois Central Corporation 

In February 1998, the Company and IC entered into a merger agreement 
pursuant to which all IC common shares acquired by the Company were 
placed in a voting trust pending STB approval of the Company’s acquisi- 
tion of control of IC. Until STB approval, the Company will account for 
its investment in IC using the equity method. Upon receipt of STB 
approval, all additional information pertaining to IC will be included 

in the Company's U.S. rail segment. 
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D. Information on geographic areas 


In millions Year ended December 31, 1998 1997 1996 
Revenues: 
Canadian talle.ecci ence casa pease meesaeiaenae $ 3,516 $ 3,742 $ 3,382 
US eect Saat oa ea Sa ox es 605 580 574 
: $4,121 $ 4,322 $ 3,956 
Operating income: 
Ganadlancfailes arenas aie oon ence as $ 381 $ 846 $ 198 
WESssraileccraas necrat eae en Mee ten 37 81 25 
$ 418 $ 927 $ 223 
Income (loss) from continuing operations: 
Canadian Kalli <.crcatec cee Simcoe aetna $ 225 $ 417 $ 878 
US rail ae ees ee Sent are ere (106) 52 (30) 
Equityin earnings Of IG: ne icsce acca same 105 re = 


Depreciation and amortization: 
Canadiamtall: (renee ae eee eee 
U Sera s),95% innate ats seme oe Sat eet ae ate 15 14 10 


Capital expenditures: (ii) 
Ganadianiwaili(iii)se ooo eee $ 787 $ 745 $ 463 
WES ari lhon eines tiene iy doen Pyle wep mem stan et 84 48 32 


$ 871 $.., 793 $ 495 


In millions December 31, 1998 1997 
Identifiable assets: 
Canadianivaill ave steweuneee en cciges ener cc austen ab eae eae $ 7,713 $7,426 
WS saline es oz ayn ee eed ee orice tenet rene ee mere rhemeaenaes 404 — 557 
InvestmentinlG ances aeaare nearest esadag kaise Denes keris tans 3,821 = 
11,938 7,983 
DISCONUIMUED OD ErALIONS sess ne ores evans shave sie wen sn es 14 16 
$11,952 $ 7,999 


(i) Includes $3 million (1997: $2 million, 1996: $2 million) depreciation and 
amortization of properties related to net rental income and Canac Inc. 


(ii) Represents additions to properties. 


(iii) Includes $17 million (1997: $5 million, 1996: $1 million) additions of proper- 
ties related to net rental income and Canac Inc. This amount also includes 
non-cash capital expenditures financed with capital leases and capitalized 
depreciation. 
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20 Earnings per share 


In 1997, the Company retroactively adopted FAS 128, “Earnings per 
Share,” for computing and presenting earnings per share. As a result, 
the 1996 earnings per share figures have been restated to conform 
with FAS 128. 


Year ended December 31, 1998 1997 1996 
Basic earnings per share 
Income from continuing operations .................... $2.45 $ 5.51 $9.99 
DISContinUed Operations. ...i.deasentuaekpeemeraaveree - (0.21) 0.16 
EXtraOncmaryalteMinswonciaycens seat ay congaeelenne cbt. - - (0.19) 
Cumulative effect of change in accounting-policy ..... 0.46 6.92 = 
WERIIGOMP Rechte sotinae sor mark Mee abu ne aac ete tenis $2.91 $12.22 $9.96 


Diluted earnings per share 


Income from continuing operations ................... $2.42 $ 5.44 $9.88 
Discontinued operations ..............cccceeeseeseees - (0.21) 0.16 
Extra pallial y EM sreceich sists baa nats sastnoGed aghcee - - (0.19) 
Cumulative effect of change in accounting policy ..... 0.46 6.83 - 
WEL IIGOING dyed stan cnconeen hae ami sue koe Rat ok eset $2.88 $12.06 | $9.85 


The following table provides a reconciliation between basic and 
diluted earnings per share: 


In millions, 

except per share data Year ended December 31, 1998 1997 1996 
Income from continuing operations ..................05 $ 224 $ 469 $ 848 
Weighted-average shares outstanding ................. 91.5 85.1 84.9 
Effect of dilutive securities and stock options ......... 0.9 1.1 1.0 
Weighted-average diluted shares outstanding ......... 92.4 86.2 85.9 
Basic earnings: per:Shay@ns ant caass ockus er eacvalseans $2.45 $5.51 $9.99 
Diluted earnings per share ..............sceeeeeeveeues $2.42 $5.44 $9.88 


Pro-forma amounts assuming retroactive application of new account- 
ing methods for pensions and post-retirement benefits other than 
pensions and track replacement costs: 


In millions, 


except per share data Year ended December 31, 1998 1997 1996 
Income from continuing operations ...............0.005 $ 224 $ 475 $ 376 
Basiciearings pel SNare: acts caeencsdeee turer ceesitie on $2.45 $5.58 $4.43 
Diluted earnings per share ..............c:ceeeee eens $2.42 $5.51 $4.38 
Netincame mn acsnn.beetpan arene eeem cna amines cae cui Saee $ 224 $ 457 $ 374 
Basic earnings per share ...........eccecseeeeeeneeaes $2.45 $5.37 $4.40 
Diluted earnings per share ............ceccceeeeeeeeees $2.42 $5.30 $4.35 
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21 Major commitments and contingencies 


A. Leases 

The Company's commitments as at December 31, 1998 under operating 
and capital leases totaling $1,394 million and $1,143 million, respec- 
tively, with annual net minimum payments in each of the five following 
fiscal years to 2004 and thereafter, are as follows: 


Year In millions Operating Capital 
NOOO caer ans Menean op oeata ala naeuinidis ate cbactdcrat arsine aicie’ $ 231 $ 106 
DOO OM cing spantecuntritinnam aise ban tasnaar waste 204 85 
QUO Meenas aeane em cueate-PatcgvioW each back oaeclianetet ae ee 209 91 
DOORS A Minn cane aCe mie nencc rn ech masta ain tne 202 35 
ZOOS Me rs eiianstnoatcse Roane ahr se aM we eaas Pens 176 33 
200A avidethereantehaa numa mecesucwe annenm acs ck ones 372 793 
$1,394 1,143 

Less: imputed interest on capital 

leases at rates ranging from 

APPLORUMATE AAV TOMA Ao me cy ce, Sen caneaerces mee eae sanmandewc tire seronct 530 
Present value of minimum lease payments 

abcument irate includedin-debt.: seis iwk matin oeincuthieatnaatobe oss cene $ 613 


B. Other commitments 

As at December 31, 1998, the Company had commitments to acquire 
locomotives and freight cars at an aggregate cost of $149 million, rail at 
a cost of $43 million, railroad ties at a cost of $44 million, automotive 
equipment at a cost of $15 million and intermodal equipment at a cost 
of $2 million. Further, as at December 31, 1998, the Company had 
entered into car repair commitments totaling $26 million for the years 
1999 to 2002 and into agreements with fuel suppliers to purchase 
approximately 57% of its anticipated 1999 volume at market prices 
prevailing on the date of the purchase. 


C. Contingencies 

In the normal course of its operations, the Company becomes involved in 
various legal actions, including claims relating to injuries and damage to 
property. The Company maintains provisions for such items which it con- 
siders to be adequate. While the final outcome with respect to actions 
outstanding or pending as at December 31, 1998 cannot be predicted 
with certainty, it is the opinion of management that their resolution will 
not have a material adverse effect on the Company's financial position. 
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21 Major commitments and contingencies (continued) 


D. Environmental matters 

The Company's operations are subject to federal, provincial, state, munic- 
ipal and local regulations under environmental laws and regulations 
concerning, among other things, emissions into the air, discharges into 
waters, the generation, handling, storage, transportation, treatment and 
disposal of waste, hazardous substances, and other materials, decommis- 
sioning of underground and aboveground storage tanks, and soil and 
groundwater contamination. A risk of environmental liability is inherent 
in the railroad and related transportation operations, real estate owner- 
ship, operation or control, and other commercial activities of the 
Company with respect to both current and past operations. As a result, 
the Company incurs significant compliance and capital costs, on an 
ongoing basis, associated with environmental regulatory compliance and 
clean-up requirements in its railroad operations and relating to its past 
and present ownership, operation or control of real property. 

While the Company believes that it has identified the costs likely to 
be incurred in the next several years, based on known information, for 
environmental matters, the Company's ongoing efforts to identify poten- 
tial environmental concerns that may be associated with its properties 
may lead to future environmental investigations, which may result in 
the identification of additional environmental costs and liabilities. 

The magnitude of such additional liabilities and the costs of complying 
with environmental laws and containing or remediating contamination 
cannot be reasonably estimated due to: 


(i) the lack of specific technical information available with respect 
to many sites; 


(ii) the absence of any government authority, third-party orders, 
or claims with respect to particular sites; 


(iii) the potential for new or changed laws and regulations and for 
development of new remediation technologies and uncertainty 
regarding the timing of the work with respect to particular sites; 


(iv) the ability to recover costs from any third parties with respect to 
particular sites; and 


therefore, the likelihood of any such costs being incurred or whether 
such costs would be material to the Company cannot be determined at 
this time. Therefore, there can be no assurance that material liabilities or 
costs related to environmental matters will not be incurred in the future 
or that the Company's liquidity will not be adversely impacted by such 
environmental liabilities or costs. Although the effect on operating 
results and liquidity cannot be reasonably estimated, management 
believes, based on current information, that environmental matters will 
not have a material adverse effect on the Company's financial condition 
or competitive position. Costs related to any future remediation will be 
accrued in the year in which they become known. 
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As at December 31, 1998, the Company had aggregate accruals 
for environmental costs of $65 million ($76 million as at December 31, 
1997). During the year, $11 million was charged to the provision for 
environmental costs compared to $11 million in 1997 and $11 million 
in 1996. In addition, related environmental capital expenditures were 
$13 million in 1998, $13 million in 1997-and $13 million in 1996. The 
Company also expects to incur capital expenditures relating to environ- 
mental matters of approximately $15 million in 1999, $7 million in 2000 
and $6 million in 2001. The Company has not included any reduction 
in costs for anticipated recovery from insurance. 


E. Uncertainty due to Year 2000 issue 

The Year 2000 issue arises because many computerized systems use two 
digits rather than four to identify a year. Date-sensitive systems may 
recognize the Year 2000 as 1900 or some other date, resulting in errors 
when information using Year 2000 dates is processed. In addition, similar 
problems may arise in some systems which use certain dates in 1999 

to represent something other than a date. The effects of the Year 2000 
issue may be experienced before, on, or after January 1, 2000, and, if 
not addressed, the impact on operations and financial reporting may 
range from minor errors to significant systems failure which could affect 
the Company's ability to conduct normal business operations. There can 
be no assurance that all aspects of the Year 2000 issue affecting the 
Company, including those related to the efforts of customers, suppliers 
or other third parties, will be fully resolved. 


22 Financial instruments 


A. Risk management 

The Company has limited involvement with derivative financial instru- 
ments in the management of its fuel, interest rate and foreign currency 
exposures, and does not use them for trading purposes. 


(i) Credit risk 

The Company is exposed to credit risk in the event of non-performance 
by counterparties to its derivative financial instruments but does not 
expect such non-performance as counterparties are of high credit quality. 
Collateral or other security to support financial instruments subject to 
credit risk is usually not obtained. However, the credit standing of coun- 
terparties is regularly monitored. The total risk associated with the 
Company's counterparties was immaterial at December 31, 1998. The 
Company believes there are no significant concentrations of credit risk. 


(ii) Interest rates 

In anticipation of the issuance of the U.S.$925 million of long-term debt 
with respect to the IC acquisition (see Note 3), the Company hedged 

a portion of its exposure to interest rate risk by means of forward 
contracts and options. The hedging cost amounting to U.S.$13 million 
(Cdn$19 million) is being amortized over the term of the respective 
debt issues. 
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(iii) Foreign currency é 

Although the Company conducts a majority of its business and receives 
revenues primarily in Canadian dollars, a significant portion of its busi- 
ness is conducted and revenues are denominated in U.S. dollars. Thus, 
the Company's results are affected by fluctuations in the exchange rate 
between these currencies. Changes in the exchange rate between the 
Canadian dollar and other currencies (including the U.S. dollar) make the 
goods transported by the Company more or less competitive in the world 
marketplace and thereby affect the Company’s revenues. 

The Company has entered into a forward exchange contract (cur- 
rency swap) with respect to its 15-year Swiss franc bonds. This forward 
exchange contract acts as a hedge to effectively fix the amount of 
Canadian dollars required over the term of the debt to make all neces- 
sary payments in the foreign currency of issue. The Company has not 
incurred any significant net gains or losses in respect of this transaction. 
Losses due to non-performance by the counterparty to its foreign 
currency swap are not anticipated. 

Effective April 1, 1998, the Company designated U.S.$1.8 billion of 
its U.S. dollar denominated long-term debt as a foreign exchange hedge 
of its net investment in IC. Effective June 4, 1998, and corresponding 
with the completion of the second step of the IC acquisition, the Company 
increased that designated amount to include all of its U.S. dollar denomi- 
nated debt. The result is that unrealized foreign exchange gains and 
losses, from the date of designation, on the translation of the Company's 
U.S. dollar denominated debt are included in Accumulated other compre- 
hensive income, along with the unrealized foreign exchange gains and 
losses on the translation of the Company's net investment in IC, which 
forms part of Shareholders’ equity. 


(iv) Fuel 

The Company has a hedging program in place to mitigate the effects 

of fuel price changes on its operating margins and overall profitability. 
The Company has entered into various swaps and collar agreements to 
mitigate the risk of fuel price volatility. The Company also monitors its 
hedging positions and the credit ratings of its counterparties and does not 
anticipate losses due to counterparty non-performance. At December 31, 
1998, the Company has hedged approximately 30% of the estimated 
1999 fuel consumption. Unrecognized losses from the Company's fuel 
hedging activities amounted to $8 million at December 31, 1998. 
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B. Fair value of financial instruments 

Generally accepted accounting principles define the fair value of a 
financial instrument as the amount at which the instrument could be 
exchanged in a current transaction between willing parties. The Company 
uses the following methods and assumptions to estimate the fair value 
of each class of financial instruments for which the carrying amounts 

are included in the Consolidated Balance Sheet under the following 
indicated captions: 


(i) Cash and cash equivalents, Accounts receivable, Accounts payable 
and accrued charges, and Other current liabilities: 

The carrying amounts approximate fair value because of the short 
maturity of these instruments. 


(ii) Other assets and deferred charges: 
Investments: The Company has various debt and equity investments 
for which the carrying value approximates the fair value. 


(iii) Long-term debt: 
The fair value of the Company's long-term debt is estimated based on 
the quoted market prices for the same or similar debt instruments. 


The following table presents the carrying amounts and estimated 
fair values of the Company's financial instruments as at December 31, 
1998 and 1997 for which the carrying values are not disclosed on the 
Consolidated Balance Sheet or for which the carrying amounts are differ- 
ent from the fair values: 


In millions December 31, 1998 December 31, 1997 


Carrying Fair Carrying Fair 
amount value amount value 
Financial assets 
IVestnents tients caste icccee eens S507 5 50 $ 50 $ 50 
Financial liabilities 
Long-termidebts...i4.c.seeced ck ac ees $3,995 $4,093 $1,628 $1,682 
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23 Other comprehensive income 


(a) Components of Other comprehensive income and the related tax 
effects for the year ended December 31, 1998 are as follows: 


Income tax 
Before tax (expense) Net of 

In millions amount recovery tax amount 
Unrealized foreign exchange loss 

on translation of U.S. dollar 

denominated long-term debt .............00.00 $(246) $ 102 $(144) 
Unrealized foreign exchange gain 

on translation of IC net investment ............ 259 (108) 151 
Minimum pension liability adjustment ............ (2) 1 (1) 
Other comprehensive inCOME .... 1.0.6... eee ee ee Sarat $ (5) SG 


(b) Changes in the balances of each classification within Other compre- 
hensive income are as follows: 


Minimum Accumulated 


Foreign Foreign pension other 

exchange exchange liability comprehensive 

In millions U.S.$ debt IC investment adjustment income 
Beginning balance ........... $ - $ - ie Dic 
Current period change ....... (144) 151 (1) 6 
Ending balance ..........+.+. $ (144) $ 151 $ (1) $6 


24 Comparative figures 


Certain figures, previously reported for 1997 and 1996, have been 
reclassified to conform with the basis of presentation adopted in the 
current year. 
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MANAGEMENT’S DISCUSSION AND ANALYSIS 


Management's discussion and analysis relates to the financial condition and results of operations of Canadian National Railway Company (CN) 
together with its wholly-owned subsidiaries, including Grand Trunk Corporation, which holds the investment in Illinois Central Corporation (IC). 
As used herein, the word "Company" means, as the context requires, CN and its subsidiaries and IC. CN’s common shares are listed on the 
Toronto, New York and Montreal stock exchanges. Except where otherwise indicated, all financial information reflected herein is expressed in 
Canadian dollars and determined on the basis of Canadian generally accepted accounting principles (Canadian GAAP). 


Financial results 


1998 compared to 1997 

The Company recorded consolidated net income of $109 million 
($1.19 per share) for the year ended December 31, 1998 compared to 
consolidated net income of $403 million ($4.74 per share) in 1997. 

The 1998 and 1997 results of operations included several items of 
a non-recurring nature, namely the 1998-special charge of $590 million 
($345 million after tax) and the 1997 gain on sale of the Company's 
interest in a joint venture of $21 million ($12 million after tax). 

Excluding the non-recurring items, the Company recorded consoli- 
dated net income of $454 million ($4.96 per share) for 1998 compared 
to $391 million ($4.59 per share) in 1997. 

Revenues for 1998 totaled $4,144 million, a decrease of $208 mil- 
lion, or 5%, from the comparable 1997 level. The decline was mainly 
attributable to grain and grain products and automotive. The Company 
undertook or accelerated several initiatives to allay the impact of the 
1998 decline in traffic volumes which led to overall cost reductions of 
$238 million, or 7%, from 1997. The initiatives included a focus on 
improving asset utilization, fuel consumption and yard operations. 
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Operating income was $247 million for 1998 compared to $807 mil- 
lion in 1997, a decrease of $560 million. Excluding the 1998-special 
charge, operating income was $837 million for 1998, an increase of 
$30 million, or 4%, over 1997. The operating ratio, excluding the 1998- 
special charge, improved year-over-year from 81.5% to 79.8%. 

The consolidated net income for 1998 includes several items related 
to the acquisition of IC, including interest expense of $117 million 
($68 million after tax) as well as equity in earnings of IC of $86 million. 
The total impact of the interest and equity in earnings of IC had the 
effect of increasing the consolidated net income by $18 million for 1998. 


Revenues 

Revenues for the year ended December 31, 1998 totaled $4,144 million. 
The decrease from 1997 was mainly attributable to grain and grain prod- 
ucts and automotive. Revenue ton miles declined by a corresponding 

6% when compared to 1997. Revenue per revenue ton mile for the year 
increased 1% to 3.60 cents in 1998. 
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Year ended December 31, 1998 1997 1998 1997 1998 1997 
Freight revenue 
Revenues Revenue ton miles per revenue ton mile 
In millions In cents 
SNCUSIRATI DROGUCHSY. lace 2h RASS es AEs at Te $ 874 $ 863 23,095 22,870 3.78 3.77 
ROTESP PLOGUGES Hear atracn rele ers), mien HasRsueehy SeNeack StaSents -latemaurabe te aneaey 851 824 22,977 22,784 3.70 3.62 
Grae Rancigralns Products iio ty ukemi rita teeaal a nabs deateacsicdlooleetscderae 554 692 18,937 24,676 2.93 2.80 
leBatmse [furan tenet Zersg.iteec cast cosa cirenipcaaae duiaiatiad nas danse ciate mca 644 665 25,830 26,568 2.49 2.50 
PAP CirTI Gel cltehsrra nls cage easter silacumatce oud cman ak aie atare scndtaaenanea tees 762 776 19,913 19,541 3.83 Shell 
PNOROFIOUVE Se sriahsiraien cite anise eave sis eeeaneerannaa-e sat atetu da eile aeiatte tweak c 385 435 Zw hh 3,095 17.68 14.05 
WOtHeTiteMs: ear, cet et ee tere Mica ve cca ee occ os ite cane ne cemees 74 97 - - - - 
ethane a ect ith die ol a rachel iat iran aaraaiston GiSIR $4,144 $4,352 112,929 119,534 3.60 3.56 


Cele nnTESan Rn inenentitineantimmmmnermmiemiemimemammiamemmmmmnmmmmemmmmmeammenmet ens eee acai ee 


(1) Principally non-freight revenues derived from third parties. 


Industrial products — Revenues increased by 1% and 

volumes increased by 1% 

Revenues increased by $11 million over 1997. The 1998 growth was 
largely attributable to strength in petroleum products traffic, particularly 
plastics and fuel oils, and in metals shipments generated by pipeline pro- 
jects in western Canada, as well as an improvement in aluminum traffic 
as a result of strong market conditions in the United States. These gains 
were partially offset by softness in the chemicals markets and the impact 
of the Company's network rationalization program. Revenue per revenue 
ton mile remained relatively flat as compared to 1997. 


INDUSTRIAL PRODUCTS 


Forest products — Revenues increased by 3% and 

volumes increased by 1% 

Revenues increased by $27 million over 1997. The 1998 growth was 
driven by increased lumber and panels traffic due to continued strength 
in U.S. housing activity and market share gains. Partially offsetting these 
increases were a six-month strike at a major North American paper pro- 
ducer and the impact of the Company’s network rationalization program. 
The increase in revenue per revenue ton mile of 2% was mainly due to 

a shift in traffic patterns and the weakness in the Canadian dollar. 


FOREST PRODUCTS 


: Percentage of revenues Carloads In thousands — Percentage of revenues Carloads In thousands 
| ) | 
; aI 
39% Metals and construction materials 94 95 96 97 98 40% Lumber 22% Paper 94 95 96 97 98 
31% Chemicals on 2 : ; 28% Fibers 10% Panels 
~ 30% Petroleum products — 
| aden ona 
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Grain and grain products — Revenues decreased by 20% and 
volumes decreased by 23% 

Revenues decreased by $138 million from 1997. The 1998 decline reflected 
a very strong comparative year in 1997 due to the 1996/1997 bumper crop 
and softness in export markets for wheat and feed grains. Canola oil and 
seed shipments improved throughout the year, consistent with overall 
market strength. The revenue per revenue ton mile improvement of 5% 
was mainly due to the regulated rate increase of 2% on export grain 
effective August 1997, as well as a decline in longer haul export traffic. 


GRAIN AND GRAIN PRODUCTS 


Percentage of revenues Carloads In thousands 


Intermodal—Revenues decreased by 2% and 

volumes increased by 2% 

Revenues decreased by $14 million from 1997. The 1998 decline in the 
domestic segment was due to weaker shipments to western Canada, as 
well as the adverse effect of customers’ concerns regarding a potential 
strike at the Company during labor negotiations, which were concluded in 
the latter part of the third quarter. Partially offsetting domestic weakness 
was strength in overseas traffic, particularly imports through the west 
coast. The decrease in revenue per revenue ton mile of 4% was largely 
due to a shift to longer haul traffic, particularly in the overseas market. 


INTERMODAL 


Percentage of revenues 


wn 
o 
om 


48% Wheat 
26% Oilseeds 


12% Feed grains 
14% Other grains 


Coal, sulfur, and fertilizers — Revenues decreased by 3% and 
volumes decreased by 3% 

Revenues decreased by $21 million from 1997. The 1998 decrease was 
mainly attributable to lower coal export traffic as a result of weak inter- 
national coal markets, particularly from reductions in Asian steel produc- 
tion. Continued excess supply in the international sulfur market also 
contributed to the decline. Lower overall Canadian potash exports led to 
a decline in potash revenues partially offset by new sourcing from west- 
ern Canada following a mine closure in eastern Canada. Revenue per 
revenue ton mile remained relatively flat as compared to 1997. 


COAL, SULFUR, AND FERTILIZERS 


Automotive — Revenues decreased by 11% and 

volumes decreased by 30% 

Revenues decreased by $50 million from 1997. The 1998 decline was due 
primarily to the impact of a June and July strike at a major U.S. automo- 
bile manufacturer, reduced production at a major Company-served auto 
plant due to retooling, and a corporate decision to shed unprofitable 
business. The increase in revenue per revenue ton mile of 26% was dri- 
ven by changes in customer distribution patterns, a corporate decision to 
shed unprofitable business, and weakness in the Canadian dollar. 


_ AUTOMOTIVE 


Percentage of revenues Carloads In thousands Percentage of revenues — Carloads ~Inthousands 
wo 
¢ 
Sims 
co 
L> 
N 
78% 
49% Coal 19% Fertilizers 4 8 6 FF 78% Finished vehicles 1% Agricultural 4 8 6 7 = 98 
22% Potash 10% Sulfur 21% Vehicle parts imports and : . 
miscellaneous 
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Operating expenses 
Total operating expenses amounted to $3,897 million in 1998 as 


the special charge, amounted to $3,307 million in 1998, a decrease of 
$238 million, or 7%. 


compared to $3,545 million in 1997. Operating expenses, excluding 


Dollars in millions Year ended December 31, 1998 1997 

% of % of 
Amount revenue Amount revenue 
EapOmonGunNge DENeices toenaieer entero Mine: sein amour wt ot Mbeki Ss a oa $1,456 35.1% $1,459 33.5% 
BEC mai pece ett te ee ae eee Re TH UR age Ns ROTM MON raaai\ine lee eaten sa aidice each cmeec teers 270 6.5% 316 7.3% 
BUG eee restate ia 60) erate rie ca ceetes ee) uiomaieere fe Ctne atte et eaten meen actecalsicitose ashen « heibcuwiol ecewl tea wiles 249 6.0% 335 7.7% 
BeprecietionrandramonUzavOnwer ane nascatreaans akc e aot ei a meses Mena tanete tedden sau rs nemethuneens 210 5.1% 200 4.6% 
Operatimanraxesiomemmente eet sec sees eee Seite Fe weath reac eitc att Rapeae ea are Ee tisienawielod-buns adecn's baloe ste 172 4.1% 186 4.3% 
SOT ORCL UGNLE US Gti ere atte Beane QDS OR ce TORII RrO in ORI Ine ate iP MERE RACA nN rage a Me in 207 5.0% 219 5.0% 
DiS eatcoata esas steatemiate tae seers pee aera Tn swstta  eeiate aie e cascade ese redo MENS actos ae eae ape era aS 83 2.0% 116 2.7% 
HINGIS So) SS MLSS ots SAR a cee ar bec aMmaHan temic Mihi race, Swe Al dot Re RO 338 8.2% 363 8.3% 
easUally aNCNBSULANCe ch te tee. sce wire caeae me costes aah nue ene at sein RAT sie bunt seant@ageas 66 1.6% 75 1.8% 
hee sho Pe RS RAG oby Me aRSGAS occur ei Roe die CUES An[p Tak Hoe Amn Rey a aS 4 9 te a 256 6.2% 276 6.3% 
3,307 79.8% 3,545 81.5% 

Special Chiang Clay. ameen sieade ati he toasty Cae ait naam Ree tae AERC INN GARIN Sitio wns culoe an ada eeretiens nn 590°: - 

HOLA Opel a NIG IGXPENSES ae one, Saco dae aa eeuRina ceUh ack Soe RAO AAREL ooo i heated es eamees. $3,897 $3,545 


Labor and fringe benefits: Labor and fringe benefit expenses decreased 
by $3 million during 1998. Lower volumes and the impact of the Company's 
downsizing efforts, as the average number of employees declined from 
22,800 in 1997 to 21,514 in 1998, were offset by wage increases and 
higher pension expense, mainly attributable to benefits related to the 
new collective agreements, as well as an adjustment to workers’ compen- 
sation expense following a comprehensive study of the accounting for 
these costs. 


Material: Costs of material consumed during 1998 were $46 million, 
or 15%, lower than in 1997, mainly as a result of the Company's 
network rationalization initiatives and the temporary closure of certain 
repair facilities. 


Fuel: The decline in the average price of fuel of 12% (including the 
effects of the Company's fuel hedging program) as well as reduced vol- 
ume levels and a 10% improvement in fuel efficiency largely produced a 
decrease in fuel expense for 1998 of $86 million, or 26%, over 1997. 


Depreciation and amortization: Depreciation and amortization expense 
increased by $10 million in 1998. The increase is due to the 1998 capital 
additions, as well as the acquisition of new locomotives in the latter part 
of 1997. 


Operating taxes: Operating taxes decreased by $14 million, or 8%, 
during 1998, mainly as a result of a decrease in diesel fuel taxes and 
municipal property taxes. 
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Equipment rental: These expenses decreased by $12 million, or 5%, 
in 1998, largely as a result of an increase in locomotive short-term 
lease income. 


Net car hire: Car hire costs decreased by $33 million, or 28%, in 1998, 
due mainly to decreased car hire expenses on covered hopper grain cars, 
decreased volumes and improved asset utilization. 


Purchased services: Costs of purchased services decreased by $25 mil- 
lion, or 7%, in 1998, largely as a result of lower professional fees, cost 
reductions on a locomotive maintenance contract, lower vehicle leasing 
costs and deadheading costs. This was partially offset by decreased cost 
recoveries related to joint facility projects and increased costs related to 
detouring traffic as a result of the 1998 ice storm in eastern Canada. 


Casualty and insurance: These expenses decreased by $9 million, or 12%, 
during 1998, mainly as a result of an improved safety record, lower costs 
of train accidents and legal claims related to injuries to persons. The 
decrease was partially mitigated by a 1997 recovery from a third party. 


Other: These expenses decreased by $20 million, or 7%, in 1998 com- 
pared to 1997, mainly due to the capitalization of certain costs related to 
information technology system development projects, decreased utility 
costs, higher recoveries from third parties and the write-off of certain 
accounts receivable in 1997. 
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Special charge: The Company recorded a $590-million pre-tax charge 
($345 million after tax) to operations in the third quarter of 1998 for 
workforce reduction plans aimed at reducing future operating costs and 
increasing productivity. The charge includes severance and other payments 
to be made for approximately 3,000 reductions, 1,400 of which occurred 
in 1998, with the remainder planned to be completed before the end of 
1999. Labor productivity and operating efficiency initiatives span the 
entire organization with reductions in the administration, transportation, 
engineering and equipment functions. 


Other 

Interest expense: Interest expense for the year ended December 31, 
1998 was $244 million compared to $118 million in 1997, an increase of 
$126 million. The increase reflects the impact of the financing related to 
the acquisition of IC, as well as the financing related to the locomotive 
upgrade program and other capital leases, which was partially offset by 
repurchases of some of the Company’s outstanding long-term debt in 
the latter part of 1997. 


Equity in earnings of Illinois Central Corporation: The Company applies 
the equity method of accounting for its investment in IC. Accordingly, 
equity in the earnings of IC of $86 million was recorded in 1998. 


Other income: Other income for the year ended December 31, 1998 was 
$35 million, a decrease of $18 million from 1997. The decrease was 
mainly due to the second-quarter 1997 gain on sale of the Company's 
interest in a joint venture of $21 million. 


Foreign exchange (loss) gain: Effective April 1, 1998, the Company des- 
ignated U.S.$1.8 billion of its U.S. dollar denominated long-term debt as 
a foreign exchange hedge of its net investment in IC. Effective June 4, 
1998, and corresponding with the completion of the second step of the 
IC acquisition, the Company increased that designated amount to include 
all of its U.S. dollar denominated debt. The result is that unrealized foreign 
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exchange gains and losses, from the date of designation, on the trans- 
lation of the Company's U.S. dollar denominated debt, are included in 
Currency translation, along with the unrealized foreign exchange gains 
and losses on the translation of the Company's net investment in IC, 
which forms part of Shareholders’ equity. 

Prior to April 1, 1998, and in comparative periods, the Company had 
designated certain future U.S. dollar revenue streams as a hedge against 
the repayment of most of its long-term debt denominated in U.S. dollars 
and thus deferred reflecting the related unrealized foreign currency 
translation gains and losses in net income until the earlier of the debt 
repayment or such time as the hedge ceases to be effective. 


Income tax expense from continuing operations: Income tax expense 
for the year ended December 31, 1998 was $6 million compared to 

$325 million for the year ended December 31, 1997. The effective income 
tax rate for 1998 was affected by the Company's equity in earnings of 
IC. Excluding the equity in earnings of IC and the special charge, the 
effective income tax rate was 40.6% in 1998. The effective tax rate in 
1997 was 43.6%. 


1997 compared to 1996 

The Company recorded a consolidated net income of $403 million 

($4.74 per share) for the year ended December 31, 1997 compared to 

consolidated net income of $850 million ($10.01 per share) in 1996. 
Operating income was $807 million for the year ended December 31, 

1997 compared to $610 million in 1996, excluding special charges of 

$381 million, an increase of $197 million, or 32%. There was a $357 mil- 

lion, or 9%, increase in revenues and a $160 million, or 5%, increase 

in operating expenses, excluding 1996-special charges. The improved 

financial performance was largely the result of the Company's focus 

on profitable revenue growth, improved utilization of assets and cost 

containment. The operating ratio, excluding 1996-special charges, 

improved from 84.7% in 1996 to 81.5% in 1997, a 3.2-point betterment. 
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Revenues 
Revenues for the year ended December 31, 1997 totaled $4,352 million, 
an increase of $357 million, or 9%, from the comparable 1996 level. The 


increase was attributable to all business units, with grain and grain prod- 
ucts at 23%, intermodal at 15% and automotive at 12% leading the 
way. Revenue ton miles increased by a corresponding 11%. 


Year ended December 31, 1997 1996 1997 1996 1997 1996 
Freight revenue 
Revenues Revenue ton miles per revenue ton mile 
In millions In cents 
inuustriakproducts \Ciews: cause. aun gusns don tnd est ie Rk cetien eae $ 863 $ 827 22,870 21,698 3.77 3.81 
POLES UPKOCUGIS:-4 Ae Rann. ttaaimlaes ety eee ametes spices Satine bane uaeatankwraiee 824 787 22,784 21,297 3.62 3.70 
Give ANC CLAM PLOAUCES, h--<tininieslasige oe uite Mee was deranietceoan he teas hia. ives wiles 692 564 24,676 20,755 2.80 2.72 
calm sulfisn and MentHliZerSoacina- sateceme Me eReee octal Senaae Mieesa oieiohiv drmeeorte 665 642 26,568 24,583 2.50 2.61 
ACEP AN sta Mee Qeure isles okie Man cds SRNR oases eid es wha tate nie tame iaretolat 776 677 19,541 16,507 3.97 4.10 
PAULOPRO EGS cs: si Sz Narae tind icsaisie tte las afaik ee Rickela tenis ad gelee gc RN alos ciate nla 435 389 3,095 2,630 14.05 14.79 
PEI LST NS ba Rees nicdisho orig dente aoe raphe ha ater GASES OMICS sts ono 97 109 - = - = 
Ot tap Ss Aceh act staan asks Vespa s Mate AT Co at): eine hae GTME ease oe nee $4,352 $3,995 119,534 107,470 3.56 3.62 


(1) Principally non-freight revenues derived from third parties. 


Industrial products — Revenues increased by 4% and 

volumes increased by 5% 

The 1997 growth was mainly due to volume increases in the metals 
and petroleum products segments. Growth in the metals segment 
reflects market share gains, strong U.S. market demand for aluminum, 
and increased pipe movements to western Canada for pipeline construc- 
tion and municipal development. Strong plastics demand contributed 
to growth in the petroleum segment. Moderate gains were made in 
the industrial chemical and petrochemical segments. The decline in 
yield of 1% resulted from traffic mix changes and the effect of the 
Ultratrain operation. 


Forest products — Revenues increased by 5% and 

volumes increased by 7% 

The improvement was due to increases in all forest products segments. 
Lumber traffic grew significantly due to a stronger U.S. housing market 
and successful market share gains. Growth in panels reflected the impact 
of various new oriented strand board mills which began production in 
1996/1997. Improved market conditions and market share gains in 
newsprint relative to trucking contributed to the strength in the pulp 
and paper segment. The reduction in revenue per revenue ton mile 
resulted from increases in longer haul traffic. 


Grain and grain products — Revenues increased by 23% and 
volumes increased by 19% 

The improvement is due to the 1996/1997 bumper grain crop compared 
to the previous year, continued strength in third and fourth-quarter grain 
sales, and the regulated rate increases of 7.1% and 2% effective August 
1996 and 1997, respectively. Revenue per revenue ton mile increased by 
3%, primarily due to the rate increases, although these gains were par- 
tially offset by increases in longer haul traffic and increased haulage fees 
as a result of the Company’s network rationalization program. 
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Coal, sulfur, and fertilizers — Revenues increased by 4% and 
volumes increased by 8% 

The increase reflects growth in the potash, coal and fertilizers segments. 
Growth in potash revenues was primarily a result of strong demand 
conditions both in U.S. and offshore markets. Increases in the coal seg- 
ment'’s revenues reflect significant gains in domestic coal movements 
and limited growth in coal export traffic, as well as new spot petroleum 
coke export moves from northern Alberta. The decline in yield of 4% 
was driven by changes in traffic mix in potash and coal. 


Intermodal — Revenues increased by 15% and 

volumes increased by 18% 

The increase reflects an improvement in the Company's market position 
as well as a strong economy generating healthy growth in domestic 
and, in particular, overseas market segments. The Company was able to 
capitalize on this growth partly as a result of on-time performance and 
service reliability improvements. Contributing to the yield decrease of 
3% was the shift to longer haul traffic, particularly in overseas markets, 
and increased cartage charges. 


Automotive — Revenues increased by 12% and 

volumes increased by 18% 

The strength in the automotive business unit was due, in part, to double- 
digit growth in Canadian motor vehicle sales and moderate gains in U.S. 
sales. New contracts were signed for finished vehicles destined for the 
United States and parts traffic inbound to Ontario. The drop in revenue 
per revenue ton mile of 5% is attributable to a change in traffic mix. 
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Operating expenses 
Total operating expenses amounted to $3,545 million in 1997 as 


compared to $3,766 million in 1996, including special charges of increased by 11%. 


$381 million. Excluding 1996-special charges, operating expenses 
increased by $160 million, or 5%, from 1996 while revenue ton miles 


Dollars in millions Year ended December 31, 1997 1996 

% of % of 
Amount revenue Amount revenue 
Labor: and frmge:Denetits 2:4. .cs tn, che enor cg eesie see cae eat nin wnreare tk ot att eae eee $1,459 33.5% $1,405 35.2% 
Material co hic ete Menino ate af alice cee itch a arse cteechorein A Oat echare orchid ws RC Reve cena oh eae cee eae ee 316 7.3% 297 74% 
Fe casas ccd ermeje SMe Pola wunrcerels > ere Meters ele Sip arb any AU Mikecele ie ayaa acct Nii gate Sane CPG eae OR RMTS RT Vetere area 335 7.7% 314 7.9% 
Depreciation“and ‘amortization: <\. ....< 22% Se sccutens ge meee acon set a kee seal ask Ce eR Ente oeeraae meee 200 4.6% 194 4.8% 
OPEVating taxes. Gee No, ate cee winscish a. PRRR SM cic cain ws :as5:<( Ree MeaMege oreo fa Sree a Sete clea arate a, ate aR Rey ae ere Te 186 4.3% 171 4.3% 
Equipment iverntall spose te: isracs tics acc Ravat detest = ie ote eco eral Peete weal av peat s cageit areielalik nla a teem e erent senate 219 5.0% 216 5.4% 
Netacar Aires cA Ba vice ois saps teniesetaale Bae dot: TSP OMA Beery, lite SR emanates Ms Vana olathe Moin afetsisjecmebeiamaseras 116 2.7% 108 2.7% 
Purch aSediSORViCeS vasa w aoiachart aera anon y sisheie ae eos ds keconde cea atecctaaasiasalmesa a eattesad hia ces cio Sistas ease eee AE 363 8.3% 348 8.7% 
Casualty and insurahpce..: ¢ isiis sc gxt angers arse asisiietnin stale Maida a/a(e sr. cin a Sea tae alardic'urk aed a nce MMROISE Merton tc ole ee 75 1.8% 61 1.5% 
ORG 25 si doce banat ragdosae.pospateetemem te terme ntener rete ence tment meinen trae merce ace aeter mc anTee | eer 276 6.3% 271 6.8% 
3,545 81.5% 3,385 84.7% 

Special charges) 2.5: earn tit. aye nyeistowieicicie av ace die d iStet alas ead g ate Wane sense Are RT GToRe TO Soke akeae ie «isc Een eee - 381 

Total Operating! EXPENSES? passer cassccy act aaah atin a nM coer NAR at ts Saree AGIA oh Re RE IE $3,545 $3,766 


Labor and fringe benefits: \n spite of major volume increases in 1997 
and severe winter weather conditions in the first quarter of the same 
year, these costs increased by only $54 million, or 4%. This was largely 
due to the Company's downsizing initiatives, as average employment 
declined by 5%. Labor productivity, as measured by revenue ton miles 
per average number of employees, improved by 17% to 5.2 million. 


Material: Costs of material consumed during 1997 were $19 million, or 
6%, higher than in 1996 due to severe winter conditions in early 1997 
and to costs incurred under the winter readiness program in the latter 
part of the year. These costs were partially mitigated by the Company's 
continued aggressive sourcing initiatives and efficiencies arising from 
shop consolidation. 


Fuel: The combined effect of price and traffic volume increases more 
than offset fuel efficiency savings, leaving a net increase in fuel costs of 
$21 million, or 7%, compared to 1996. 


Depreciation and amortization: Acquisition of high-productivity locomo- 
tives in late 1996 and in 1997, under the locomotive upgrade program, 
was the main factor behind the increase of $6 million, or 3%. 
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Operating taxes: Increased provincial sales taxes, due to a one-time 
recovery in the third quarter of 1996, as well as increases in municipal 
and fuel taxes, accounted for the $15 million, or 9%, increase in operat- 
ing taxes in 1997. 


Equipment rental: Such costs increased by $3 million, or 1%, compared 
with 1996 due mainly to additional short-term leases required as a result 
of increased volumes offset by the acquisition of cars previously under 
operating leases. 


Net car hire: Car hire costs increased by $8 million, or 7%, from 1996. 
The increase was due primarily to additional per diem car mileage pay- 
ments as a result of increased traffic volumes, mainly in intermodal. 


Purchased services: Costs of purchased services increased by $15 mil- 
lion, or 4%, from the 1996 level, due mainly to increased expenditures 
for professional services and contracted repairs. 


Casualty and insurance: Costs increased by $14 million, or 23%, due 
mainly to increased provisions for legal claims related to injuries to per- 
sons and a 1996 $12-million recovery of insurance premiums associated 
with the liquidation of the Company's interest in an industry insurance 
association. This increase was partially mitigated by a decrease in the 
costs related to train accidents. 
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Other 

Interest expense; Interest expense was $118 million in 1997 compared 
to $114 million in 1996, an increase of $4 million, or 4%. This increase 
reflects the impact of the financing related to the locomotive upgrade 
program offset by the repurchase of some of the Company's outstanding 
long-term debt. 


Other income: Other income for the year ended December 31, 1997 
was $53 million compared to $24 million in 1996. The increase was due 
mainly to the second-quarter 1997 $21-million gain realized on the sale 
of the Company's joint-venture interest in Halterm Limited and other 


property sales. 


Income tax (expense) recovery from continuing operations: Income tax 
expense was $325 million in 1997 compared to a recovery of $694 mil- 
lion the preceding year. In the fourth quarter of 1997, the Company 
adopted new accounting pronouncements from the Canadian Institute of 
Chartered Accountants related to the accounting for income taxes. These 
recommendations required retroactive application and restatement of 
comparative figures. The effect of this change in accounting for income 
taxes was to record a recovery of future income taxes in 1996 in the 
amount of $708 million, $3 million of which was related to income (loss) 
from discontinued operations. 


Discontinued operations: Consistent with the Company's plans to 

focus resources on operating a transportation network, in late 1997, the 
Company adopted a formal plan to exit its telecommunication business 
operated by a subsidiary. The loss from discontinued operations (net of 
applicable income taxes) which includes the current year loss, as well as 
a provision for future losses from the discontinued operations, amounted 
to $18 million for 1997. Discontinued operations (net of applicable 
income taxes) provided income of $14 million in 1996 due primarily to 
the gain on sale of CN France S.A. 


Liquidity and capital resources 


Operating activities: Cash provided from continuing operations was 
$953 million for the year ended December 31, 1998 compared to 

$678 million for 1997. Cash from continuing operations includes proceeds 
of $219 million received as a result of the Company's sale of accounts 
receivable. Income from continuing operations, excluding non-cash items, 
generated cash of $822 million in 1998, down from $913 million in 
1997. A significant portion of the cash generated in 1998 was consumed 
by payments with respect to workforce reductions of $187 million. As 

a result of these payments, as well as the 1998 workforce reduction pre- 
tax special charge of $590 million, which includes $36 million related 

to a pension curtailment, the workforce reduction accruals have been 
increased to $825 million as at December 31, 1998. Cash payments 

with respect to workforce reductions are expected to be approximately 
$235 million in 1999. 
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Cash tax payments were $18 million for the year ended December 31, 
1998, consisting primarily of Canadian Federal Large Corporations Tax. 
As at December 31, 1998, the Company had net loss carryforwards and 
other temporary differences for Canadian federal tax purposes such that 
it does not expect to make any significant cash payments for Canadian 
federal income taxes prior to 2000. 


Investing activities: Cash used in investing activities in 1998 amounted 
to $3,012 million, net of proceeds from disposals of $90 million. Investing 
activities include $2,608 million related to the first-step acquisition of 
75% of the outstanding shares of IC capital stock in March 1998. Capital 
expenditures, excluding items financed under capital leases, amounted to 
$494 million in the year ended December 31, 1998, an increase of 26% 
over 1997. Capital expenditures included roadway renewal, rolling stock 
and other capacity and productivity improvements. The Company antici- 
pates that capital expenditures for 1999 will be approximately $450 mil- 
lion, excluding capital expenditures of IC and capital expenditures 
related to the integration of CN and IC. This will include funds required 
for ongoing renewal of the basic plant and other acquisitions and invest- 
ments required to improve the Company's operating efficiency and 
customer service. 

As at December 31, 1998, the Company had commitments to acquire 
locomotives and freight cars at a cost of $149 million, rail at a cost of 
$43 million, railroad ties at a cost of $44 million, automotive equipment 
at a cost of $15 million and intermodal equipment at a cost of $2 million. 


Dividends: The Company paid four quarterly dividends to its shareholders 
at the rate of $0.265 per share per quarter and in the overall amount of 
$99 million during 1998. 


Financing activities: Financing activities provided cash of $2,056 million 
for the year ended December 31, 1998. Issuance of long-term debt 

was used for the acquisition of IC common shares. The initial financing 
included a U.S.$800 million one-year term loan facility and a U.S.$800 mil- 
lion draw-down on a five-year revolving credit facility. In addition, capital 
lease financing was used for the acquisition of equipment, including new 
locomotives under the locomotive upgrade program. In June 1998, the 
Company initiated a commercial paper program. The Company has since 
fully repaid the one-year term loan facility arid reduced its draw-down 
on the five-year revolving credit facility with proceeds from the issuance 
of U.S.$925 million of long-term debt and from the issuance of additional 
commercial paper. The commercial paper program enables the Company 
to issue commercial paper up to a maximum aggregate principal amount 
of $600 million, or the U.S. dollar equivalent, and is supported by the 
revolving credit facility. As at December 31, 1998, the Company had 
$532 million (U.S.$347 million) of commercial paper outstanding. 
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Acquisition of Illinois Central Corporation 


If approved by the United States Surface Transportation Board (STB), the 
acquisition of IC will put the Company in a strong position to take advan- 
tage of growing traffic flows in key NAFTA markets by combining its east- 
west, coast-to-coast Canadian market strength with IC's highly efficient 
north-south midwest corridor from Chicago to the Gulf of Mexico. 


Close of tender offer 

On March 14, 1998, pursuant to a first-step cash tender offer, Blackhawk 
Merger Sub, Inc., a wholly-owned subsidiary of Grand Trunk Corporation, 
acquired 46.05 million shares of IC common stock, representing 75% of 
the outstanding IC common stock, for $2,549 million (U.S.$1,796 million), 
or U.S.$39 per IC share. 


Second-step merger 

On June 4, 1998, the Company and IC consummated the second-step 
merger by exchanging the remaining 25% of the outstanding IC common 
shares at an exchange ratio of 0.633 shares of the Company's common 
stock per IC share. As a result of the second-step merger, the remaining 
25% of IC shares were exchanged for 10.1 million shares of the 
Company's common stock. In addition, the outstanding IC stock options 
were exchanged for stock options of the Company. 


STB approval 

On July 15, 1998, CN and IC filed a formal application with the STB seek- 
ing regulatory approval of CN’s acquisition of control of IC and the inte- 
gration of the companies’ rail operations. 

The IC shares acquired by CN pursuant to the cash tender offer and 
second-step merger have been placed in a voting trust pending approval 
of the transaction by the STB. As a result, the Company will not be able 
to exercise control over IC until the STB approves the Company's acquisi- 
tion of control of IC. The STB could impose conditions or restrictions as it 
relates to the Company's acquisition of control of IC. If the STB does not 
approve the Company's acquisition of control of IC or if the Company 
deems any conditions imposed by the STB unacceptable, the Company 
would be obligated to sell all 1C common shares held in the voting trust. 
Such a disposition could materially adversely affect the Company's 
financial condition and results of operations. 


Accounting treatment 

The acquisition of IC is accounted for as a purchase. Pending STB 
approval, the Company accounts for its investment in IC using the equity 
method. Upon receipt of STB approval, the financial statements of IC will 
be consolidated with those of the Company. The purchase price alloca- 
tion will only be finalized after the STB renders its decision. 
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Acquisition financing 
The acquisition of 75% of the outstanding common stock of IC for 
U.S.$1,796 million was initially financed by a U.S.$800 million one-year 
term loan facility (Term Facility), a U.S.$800 million draw-down on a five- 
year revolving credit facility (Revolving Facility), and by cash on hand. 
The Term Facility was repaid and the Revolving Facility was reduced 
with the proceeds from the issuance of U.S.$925 million of long-term 
debt and the issuance of commercial paper. An amount of U.S.$220 mil- 
lion (Cdn$337 million) remains outstanding under the Revolving Facility 
as at December 31, 1998. Consequently, the acquisition financing is 
reflected within long-term debt. 


Pro-forma impact of Illinois Central Corporation acquisition 

If the Company had acquired its investment in IC on January 1, 1997, 
based on the historical amounts reported by IC, net of the amortization 
of the difference between the Company's cost to acquire IC and the 
underlying historical equity in net assets of IC (based on preliminary 
estimates of the fair value of IC's properties and equipment and esti- 
mates of their remaining useful lives, as well as estimates of the fair 
value of other IC assets and liabilities), income from continuing opera- 
tions would have been $132 million ($1.38 per share) for the year ended 
December 31, 1998 (excluding special charges recorded by IC related 
to the merger) compared to $450 million ($4.72 per share) for 1997. 
Income from continuing operations would have included equity in 
earnings of IC of $128 million for the year ended December 31, 1998 
(excluding special charges recorded by IC related to the merger), com- 
pared to $119 million for 1997. Income from continuing operations 
would also have included after-tax interest expense related to the acqui- 
sition of $87 million for the year ended December 31, 1998 compared 
to $90 million for 1997. The pro-forma figures do not reflect synergies, 
and accordingly, do not account for any potential increases in operating 
income, any estimated cost savings, facilities consolidation or adjust- 
ments to conform accounting practices. 


Strategic alliance with Kansas City Southern Railway 


On April 15, 1998, CN, IC and the Kansas City Southern Railway 
Company (KCSR) entered into a 15-year alliance that offers shippers 
new competitive options in a rail freight transportation network linking 
key north-south continental freight markets. 

A marketing agreement among CN, IC and KCSR links service points 
in Canada with the major U.S. Midwest markets of Detroit, Chicago, Kansas 
City and St. Louis, along with the key southern markets of Memphis, Dallas 
and Houston. Under the marketing agreement, the parties coordinate 
sales, marketing and operations in a large number of markets and inter- 
line traffic at key gateways. 
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CN and KCSR also signed a separate access agreement regarding 
certain haulage and trackage rights under which CN and KCSR contem- 
plate investments in automotive, intermodal and transload facilities to 
capitalize on the growth potential represented by the marketing agree- 
ment. The access agreement is contingent upon STB approval of CN’s 
acquisition of control of IC. 

The access agreement would give KCSR access to three chemical 
plants at Geismar, Louisiana, now served by IC, with associated overhead 
haulage rights from Geismar to Baton Rouge and, for traffic moving to or 
from certain eastern centers, from Baton Rouge to Jackson. KCSR access 
to the three Geismar plants is expected to take effect in the fall of 2000. 

Under the terms of these agreements, neither CN nor KCSR will 
acquire equity interests or other financial holdings in the other. 


Long-term agreement with Wisconsin Central 


On June 15, 1998, the Company announced that CN carload and bulk 
commodity trains would use the Wisconsin Central route from Superior, 
Wisconsin to Chicago, Illinois. The agreement is for not less than 20 years 
and is renewable. It enables CN to use its existing capacity to increase 
traffic moving between western Canada and the United States. The 
agreement builds on an already close and mutually beneficial relation- 
ship that CN has established with Wisconsin Central. 


Business risks 


Certain information included in this report may be “forward-looking 
statements” within the meaning of the United States Private Securities 
Litigation Reform Act of 1995. Such forward-looking statements are not 
guarantees of future performance and involve known and unknown risks, 
uncertainties and other factors which may cause the outlook, the actual 
results or performance of the Company or the rail industry to be materi- 
ally different from any future results or performance implied by such 
statements. Such factors include the factors set forth below as well as 
other risks detailed from time to time in reports filed by the Company 
with securities regulators in Canada and the United States. 


Competition 

The Company faces competition from a variety of carriers, including 
Canadian Pacific Limited, which operates the other major rail system in 
Canada serving most of the same industrial and population centers as the 
Company, long distance trucking companies and, in certain markets, major 
U.S. railroads. Competition is generally based on the quality and reliability 
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of service provided, price and the carrier's equipment. Competition is 
particularly intense in eastern Canada, where an extensive highway 
network and population centers located relatively close to one another 
have encouraged significant competition from trucking companies and 
rail network over-capacity. In addition, much of the freight carried by 
the Company consists of commodity goods that are available from 
other sources in competitive markets. Factors affecting the competitive 
position of suppliers of these commodities, including exchange rates, 
could materially affect the demand for goods supplied by the sources 
served by the Company and, therefore, the Company's volumes, revenues 
and profit margins. 

IC faces significant competition for freight traffic from trucks, river 
barges, pipeline carriers and other railroads. Competition is generally 
based on the rates charged and the quality and reliability of the service 
provided. To a greater degree than other rail carriers, IC's principal rail- 
road subsidiary is vulnerable to barge competition because its main 
routes are parallel to the Mississippi River system. The use of barges for 
some commodities, particularly coal and grain, often represents a lower 
cost mode of transportation. Barge competition and barge rates are 
affected by navigational interruptions from ice, floods and droughts which 
can cause widely fluctuating barge rates. The ability of IC’s principal rail- 
road subsidiary to maintain its market share of the available freight has 
traditionally been affected by the navigational conditions on the river. 
As a result, the revenue per ton mile of IC's principal railroad subsidiary 
has generally been lower than industry averages for these commodities. 

In recent years, there has been significant consolidation of rail sys- 
tems in the United States. The resulting larger rail systems are able to 
offer seamless services in larger market areas and effectively compete 
with the Company in certain markets. The merger of CN and IC is 
expected to enhance the competitive ability of CN and IC as a combined 
entity. There can be no assurance that the combined company will be 
able to compete effectively against current and future competitors in the 
railroad industry and that further consolidation within the railroad indus- 
try would not adversely affect CN’s and IC's competitive position. No 
assurance can be given that competitive pressures will not lead to 
reduced revenues, profit margins or both. 


Integration of operations 

The merger of CN and IC will involve the integration of two companies 
that have previously operated independently, with focuses on different 
geographic market segments. No assurance can be given that CN will be 
able to integrate the operations of IC without encountering difficulties 
or experiencing the loss of key IC employees or customers, or that the 
benefits expected from such integration will be realized. 
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Environment 

The Company's operations are subject to federal, provincial, state, munic- 
ipal and local regulations under environmental laws and regulations 
concerning, among other things, emissions into the air, discharges into 
waters, the generation, handling, storage, transportation, treatment and 
disposal of waste, hazardous substances and other materials, decommis- 
sioning of underground and aboveground storage tanks, and soil and 
groundwater contamination. A risk of environmental liability is inherent 
in the railroad and related transportation operations, real estate owner- 
ship, operation or control, and other commercial activities of the 
Company with respect to both current and past operations. As a result, 
the Company incurs significant compliance and capital costs, on an 
ongoing basis, associated with environmental regulatory compliance 
and clean-up requirements in its railroad operations and relating to its 
past and present ownership, operation or control of real property. 

While the Company believes that it has identified the costs likely 
to be incurred in the next several years for environmental matters, the 
Company's ongoing efforts to identify potential environmental concerns 
that may be associated with its properties may lead to future environ- 
mental investigations, which may result in the identification of additional 
environmental costs and liabilities. 

As at December 31, 1998, the Company had aggregate accruals for 
environmental costs of $65 million ($76 million at December 31, 1997). 
The Company has not included any reduction in costs for anticipated 
recovery from insurance. 

IC is aware of approximately 10 contaminated sites at which it is 
probably liable for some portion of any required clean-up. Of these, four 
involve contamination primarily by diesel fuel which can be remediated 
without material cost. Five other sites are each expected to require more 
than U.S.$1 million in clean-up costs. At four of these sites, other parties 
are expected to contribute the majority of the costs incurred. IC paid 
approximately U.S.$0.7 million toward the investigation and remediation 
at all sites in 1998 and anticipates incurring approximately U.S.$1 million 
to U.S.$2 million in each of the next three years. At December 31, 1998, 
IC estimated the probable range of its liability to be U.S.$7.5 million to 
U.S.$29.8 million, and in accordance with the provisions of Statement 
of Financial Accounting Standards (FAS) 5, “Accounting for Contingen- 
cies,” had a reserve of U.S.$7.5 million for environmental contingencies. 
This amount is not reduced for potential insurance recoveries or third- 
party contributions. 

Illinois Central Railroad (ICRR), IC's principal operating subsidiary, 
is one of several defendants in a New Orleans class action in which 
a jury returned a verdict against ICRR of U.S.$125 million in punitive 
damages as a result of a tank car fire. The Louisiana Supreme Court 
vacated the judgment for technical reasons and remanded the case 
to the trial court for further proceedings. On June 17, 1998, the trial 
court re-entered judgment in favor of the class and certified it for 
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interlocutory appeal. The case awaits hearing in the trial court on post- 
trial motions. While the final outcome of this proceeding cannot be 
determined, in the opinion of IC’s management, based on present infor- 
mation, the ultimate resolution of this case is not expected to have a 
material adverse effect on IC's financial position, results of operations, 
cash flow or liquidity. 

In the operation of a railroad, it is possible that derailments, explo- 
sions or other accidents may occur that could cause harm to human 
health or to the environment. As a result, the Company may incur costs 
in the future which may be material, to address any such harm, including 
costs relating to the performance of clean-ups, natural resource damage 
and compensatory or punitive damages relating to harm to individuals 
or property. 

Because the ultimate cost of known contaminated sites cannot be 
definitely established and because additional contaminated sites yet 
unknown may be discovered or future operations may result in acciden- 
tal releases, no assurance can be given that the Company will not incur 
material environmental liabilities in the future. 


Legal actions 

In the normal course of its operations, the Company becomes involved in 
various legal actions, including claims relating to injuries and damage to 
property. The Company maintains provisions for such items which it con- 
siders to be adequate. While the final outcome with respect to actions 
outstanding or pending as at December 31, 1998 cannot be predicted 
with certainty, it is the opinion of management that their resolution will 
not have a material adverse effect on the Company's financial position 
or the results of operations. 


Labor negotiations 

The Company's collective agreements with all Canadian unions expired 
on December 31, 1997. Following bargaining from late 1997 to mid- 
1998, all of the unionized workforce in Canada had concluded and 
ratified three-year collective agreements as of the end of 1998. 

The Company is also in negotiation with bargaining units in the 
United States. The Company is currently engaged in mediation with three 
units. Under the mediation process, the parties are required to continue 
discussions until the mediator declares an impasse and releases the 
parties. There is no time limit on the duration of the mediation phase. 

If such mediation is unsuccessful, the union could commence a work 
stoppage as early as 30 days after the declaration of an impasse by the 
mediator. A strike would likely have the effect of shutting down certain 
of the Company's operations for the duration of the strike. Such a strike 
could have a material adverse effect on the Company's financial con- 
dition and its results of operations. 
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Approximately 90% of IC's employees are represented by one of 
11 unions. The general approach to labor negotiations by Class | railroads 
in the United States is to bargain on a collective national basis. For several 
years now, one of IC's guiding principles is that local—rather than national, 
industry-wide —negotiations will result in labor agreements that better 
address both employees’ concerns and preferences, and IC’s actual oper- 
ating environment. To date, all of IC's principal railroad subsidiary's 11 
bargaining units have ratified local agreements that resolve wage and 
work-rule issues through 1999 for non-operating crafts and through the 
year 2000 for engineers and trainmen. At CCP Holdings, Inc., labor nego- 
tiations are local as well. Maintenance-of-way, laborer and machinist 
employees ratified agreements in 1998. Negotiations are ongoing with 
bargaining units representing signal, electrician, clerical, train and engine 
employees. Until new agreements are reached, cost-of-living allowance 
provisions and other terms in previous agreements will continue. There are 
risks associated with negotiating locally. Presidents and Congress have 
repeatedly demonstrated they will step in to avoid national strikes, while 
local disputes may not generate federal intervention, making an extended 
work stoppage more likely. IC's management believes the potential 
mutual benefits of local bargaining outweigh the risk. 


Regulation 

The Company's Canadian rail operations are subject to regulation by 
the Canadian Transportation Agency (CTA) and the federal Minister 

of Transport under the CTA, the Railway Safety Act (Canada) and certain 
other statutes. The Company's U.S. rail operations are subject to regula- 
tion by the STB. In addition, the Company is subject to a variety of 
health, safety, labor, environmental and other regulations, all of which 
can affect its competitive position and profitability. 


Year 2000 readiness disclosure 

The Year 2000 issue arises because many computerized systems use two 
digits rather than four to identify a year. Date-sensitive systems may rec- 
ognize the Year 2000 as 1900 or some other date, resulting in errors 
when information using Year 2000 dates is processed. In addition, similar 
problems may arise in some systems which use certain dates in 1999 to 
represent something other than a date. The effects of the Year 2000 issue 
may be experienced before, on, or after January 1, 2000, and, if not 
addressed, the impact on operations and financial reporting may range 
from minor errors to significant systems failure which could affect the 
Company's ability to conduct normal business operations. 

Information systems are significant to the day-to-day operations of 
the Company. Failure to achieve Year 2000 compliance by the Company, 
other railroads, customers, partners or suppliers could materially adversely 
affect the Company's operations. In its analysis of worst case scenario, 
the Company is unable to predict failures in the Canadian economy. 

Any failure by utilities or telecommunication providers could have a 
material adverse effect on the financial condition and results of opera- 
tions of the Company. 


Canadian GAAP 


In 1996, the Company initiated the work to ensure that all of its 
computer systems are Year 2000 ready, including the identification of 
operating and information systems and equipment which require reme- 
dial action. The systems plan is now complete with critical traffic and 
support systems converted. Conversion of desktop platforms is targeted 
for completion in mid-1999. Detailed plans, accountability and action 
items are being implemented for process control, equipment, buildings, 
networks, end-user systems, customers, partners and suppliers. The 
Company has contacted its customers, partners and suppliers indicating 
that their Year 2000 compliance is critical in maintaining a commercial 
relationship. A large portion of these third parties have responded to 
the Company noting that their Year 2000 plans are progressing well. 
Furthermore, a list of critical customers, partners and suppliers has been 
established. Business interruption and contingency plans are either in 
place or under development for all critical areas, including back-up oper- 
ating and information systems, alternative suppliers, increased inventory 
levels and sufficient lines of credit. In 1998, the Company engaged the 
services of independent consultants to review the management of the 
Year 2000 project. The conclusion was that the Company has a well 
planned and structured Year 2000 program effort. A second independent 
analysis of the Company's Year 2000 project is being conducted in early 
1999 with follow-up action as necessary. 

An Executive Steering Committee and Program Management Office 
have been established to focus all actions that must be taken to ensure 
the Company minimizes the risks associated with the Year 2000 issue. 
Progress towards Year 2000 compliance is monitored on a regular basis 
by the Senior Executive Committee of the Company as well as the Board 
of Directors. The Company has completed all critical components of the 
plan and no information technology projects were deferred as a result of 
the Year 2000 project that would have a material adverse effect on the 
financial condition and results of operations of the Company. 

To date, the Company has expensed approximately $27 million 
regarding the Year 2000 project. Based on current information, the 
Company has estimated the total project cost to be approximately 
$35 million, which will continue to be expensed as incurred. The cost 
of the Year 2000 project is being funded from cash from operations. 
While there can be no assurance that all aspects of the Year 2000 issue 
affecting the Company, including those related to the efforts of cus- 
tomers, suppliers and other third parties, will be fully resolved and that 
the Company will not be materially adversely affected by Year 2000 prob- 
lems, the Company is committed to ensuring that it is fully Year 2000 
ready. Based on current information, the Company does not believe any 
issues relating to the Year 2000 will have a material adverse effect on 
its financial condition or its results from operations. 

Based on recent assessments, IC determined that it will be required 
to modify or replace portions of its software so that its computer systems 
will properly utilize dates beyond December 31, 1999. IC presently 
believes that with modifications to existing software and conversions to 
new software, the Year 2000 issue can be mitigated. However, if such 
modifications and conversions are not made, or are delayed, the Year 
2000 issue could have a material adverse impact on the operations of IC. 
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IC has initiated formal communications with all of its suppliers and 
large customers to determine the extent to which IC is vulnerable to 
those third parties’ failure to remediate their own Year 2000 issues. There 
can be no guarantee that the systems of other companies on which IC's 
systems rely will be converted on a timely basis, or that a failure to con- 
vert by another company, or a conversion that is incompatible with IC's 
systems, would not have a material adverse effect on IC. 

In October 1997, IC entered into an agreement to replace approxi- 
mately 40% of its non-Year 2000 compliant programs with new software 
and will utilize both internal and external resources to replace and test 
the software for Year 2000 modifications. IC began converting its remain- 
ing computer systems with internal resources in 1997. IC expects to 
spend approximately U.S.$10 million from 1997 through 1999 to modify 
and replace its computer systems. Of the total project cost, approximately 
U.S.$3 million is attributable to the purchase of new software. IC com- 
pleted conversion of non-Year 2000 compliant programs during 1998. 
However, user acceptance testing will continue into 1999. Installation 
of new software programs should be completed during the first quarter 
of 1999. The total cost of the project is being funded through operating 
cash flows. Maintenance or modification costs will be expensed as 
incurred, while the costs of new software will be capitalized and amor- 
tized over the software's useful life. Accordingly, IC does not expect 
the amounts required to be expensed over the next two years to have 
a material effect on its financial position or results of operations. The 
amount expensed in 1997 was immaterial. 

The costs of the project and the date on which CN and IC plan to 
complete the Year 2000 modifications are based on management's best 
estimates, which were derived utilizing numerous assumptions of future 
events including the continued availability of certain resources, third- 
party modification plans and other factors. However, there can be no 
guarantee that these estimates will be achieved and actual results could 
differ materially from those plans. Specific factors that might cause such 
material differences include, but are not limited to, the availability and 
cost of personnel trained in this area, the ability to locate and correct 
all relevant computer codes, and similar uncertainties. Based on current 
information, the Company does not believe any issues relating to the 
Year 2000 will have a material adverse effect on its financial condition or 
its results from operations. 


Financial instruments 
Although the Company conducts its business and receives revenues 
primarily in Canadian dollars, a portion of its revenues, expenses and 
debt are denominated in U.S. dollars. Thus, the Company's results are 
affected by fluctuations in the exchange rate between these currencies. 
Changes in the exchange rate between the Canadian dollar and other 
currencies (including the U.S. dollar) make the goods transported by the 
Company more or less competitive in the world marketplace and thereby 
affect the Company's revenues. 

The Company has limited involvement with derivative financial 
instruments and does not use them for trading purposes. The Company 
has entered into a forward exchange contract (currency swap) with 
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respect to its 15-year Swiss franc bonds. This forward exchange contract 
acts as a hedge to effectively fix the amount of Canadian dollars 
required over the term of the debt to make all necessary payments in 
the foreign currency of issue. The Company has not incurred any signifi- 
cant net gains or losses in respect of this transaction. Losses due to 
non-performance by the counterparty to its foreign currency swap are 
not anticipated. Collateral or other security to support financial instru- 
ments subject to credit risk is usually not obtained. However, the credit 
standing of counterparties is regularly monitored. 

The Company uses derivative financial instruments from time 
to time to hedge the exposure to interest rate fluctuations on antici- 
pated transactions. 

The Company has a hedging program in place to mitigate the effects 
of fuel price changes on its operating margins and overall profitability. 
Various swaps and collar agreements are in place to mitigate the risk of 
fuel price volatility for which the Company has incurred costs of $17 mil- 
lion in 1998. Hedging positions and credit ratings of counterparties are 
monitored and losses due to counterparty non-performance are not 
anticipated. At December 31, 1998, the Company has hedged approxi- 
mately 30% of the estimated 1999 fuel consumption. Unrecognized 
losses from the Company's fuel hedging activities amounted to $8 mil- 
lion as at December 31, 1998. 


Other risks 
In any given year, the Company, like other railroads, is susceptible to 
changes in the economic conditions of the industries and geographic 
areas that produce and consume the freight it transports. Many of the 
goods and commodities carried by the Company experience cyclicality in 
demand. However, many of the bulk commodities the Company transports 
move offshore and are impacted more by global economic conditions 
than North American economic cycles. The Company's results of opera- 
tions can be expected to reflect this cyclicality because of the significant 
fixed costs inherent in railroad operations. The Company's revenues are 
affected by prevailing economic conditions, and should an economic slow- 
down or recession occur in North America or other key markets, the vol- 
ume of rail shipments carried by the Company is likely to be reduced. 

In addition to the inherent risks of the business cycle, the Company 
is occasionally susceptible to severe weather conditions. For example, 
in late 1996 and the first quarter of 1997, CN's operations in western 
Canada were impacted by heavy snowfalls and severe cold weather 
which caused blockages on the main line serving Vancouver and led to 
equipment failures, temporarily halting train operations. In the first quar- 
ter of 1998, a severe ice storm hit eastern Canada, which disrupted 
operations and service for the railroad as well as CN customers. 

Generally accepted accounting principles require the use of historical 
cost as the basis of reporting in financial statements. As a result, the cumu- 
lative effect of inflation, which has significantly increased asset replacement 
costs for capital-intensive companies such as the Company, is not reflected 
in operating expenses. Depreciation charges on an inflation-adjusted basis, 
assuming that all operating assets are replaced at current price levels, 
would be substantially greater than historically reported amounts. 
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MANAGEMENT REPORT 


The accompanying consolidated financial statements of Canadian 
National Railway Company and all information in this annual report are 
the responsibility of management and have been approved by the Board 
of Directors. 

The financial statements have been prepared by management in con- 
formity with generally accepted accounting principles in Canada. These 
statements include some amounts that are based on best estimates and 
judgments. Financial information used elsewhere in the annual report is 
consistent with that in the financial statements. 

Management of the Company, in furtherance of the integrity and 
objectivity of data in the financial statements, has developed and main- 
tains a system of internal accounting controls and supports an extensive 
program of internal audits. Management believes that this system of 
internal accounting controls provides reasonable assurance that financial 
records are reliable and form a proper basis for preparation of financial 
statements, and that assets are properly accounted for and safeguarded. 

The Board of Directors carries out its responsibility for the financial 
statements in this report principally through its Audit and Finance 
Committee, consisting solely of outside directors. The Audit and Finance 
Committee reviews the Company's annual consolidated financial state- 
ments and recommends their approval by the Board of Directors. Also, 
the Audit and Finance Committee meets regularly with the Chief, Internal 
Audit, and with the shareholders’ auditors. 

These consolidated financial statements have been audited by the 
shareholders’ auditors, KPMG LLP, whose report is presented below. 


Michael J. Sabia 
Executive Vice-President and Chief Financial Officer 


January 19, 1999 
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AUDITORS’ REPORT 


To the shareholders of Canadian National Railway Company 


We have audited the consolidated balance sheets of Canadian National 
Railway Company as at December 31, 1998 and 1997 and the consoli- 
dated statements of income, changes in shareholders’ equity and cash 
flows for each of the years in the three-year period ended December 31, 
1998. These financial statements are the responsibility of the Company's 
management. Our responsibility is to express an opinion on these finan- 
cial statements based on our audits. 

We conducted our audits in accordance with generally accepted 
auditing standards. Those standards require that we plan and perform 
an audit to obtain reasonable assurance whether the financial state- 
ments are free of material misstatement. An audit includes examining, 
on a test basis, evidence supporting the amounts and disclosures in the 
financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well 
as evaluating the overall financial statement presentation. 

In our opinion, these consolidated financial statements present fairly, 
in all material respects, the financial position of the Company as at 
December 31, 1998 and 1997, and the results of its operations and the 
changes in its financial position for each of the years in the three-year 
period ended December 31, 1998, in accordance with generally accepted 
accounting principles in Canada. 


KPMG up 


KPMG LLP 
Chartered Accountants 


Montreal, Canada 
January 19, 1999 
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CONSOLIDATED STATEMENT OF INCOME 


In millions, except per share data Year ended December 31, 1998 1997 1996 
Revenues 
Industiial DrOGUCES, 3.0105. .4- cacasuaas toten anasnnsislgns aaeatieta kia tae aecRen a eer ene nee $ 874 $ 863 $ 827 
FORESE PROGUCES | a5 ia sirssi<.8.4 oceiseisor ings aaisclgye Saasaoh roccia di is Raa plas tues dicta header nisi a ote ei ana 851 824 787 
Grain: and: Grain: GROUCH, cian «intay octusd norake Guminiaread ivasnic alee Sista oon eteacse ae cia dante tata aa 554 692 564 
Coak:sulfuriand fertilizers oyu. a. sa dalla manner ina eae aces ee ators a tet fe eee 644 665 642 
Intenmodal: i285 ssisgeas, actos sis-e 24 ster htan a nce okey eae area Lae te hte eee yn ae 762 776 677 
AUTOMOUIVG iccsis Soci ceid ceaucatiemratieialestayehe picisictaas the Camee eee ccct Seer At sect cn ee 385 435 389 
Other EMS: i cs, e ah cze onan ecicia coacasiee hasinetua vid msc ero Gam alaiora. te oeiacsistea men Cen Ean mere ce a 74 97 109 
Total never es -ascred tec. piteh cae RR Ne os Ra | 5 A aR ni een ee 4,144 4,352 3,995 
Operating expenses 
LaDOF ANG! THIMGE DENTS se ss cece Fore teactt a aain Sac cote mane sain a tin Mee Peteiacia Wane caraserr ge eS eae eR 1,456 1,459 1,405 
Materials. a4 5 saceniustou sieaisitale acce dined Saue sans at aidetnccae Bip odin aa Me acetate dd ot ch eee ee 270 316 297 
PUM Ciecskew sen 5 wleatste vita Lee Rik cel a ceask DR ze alton w Ap ape Tin Sie rc aT aS es ee 249 335 314 
Depreciation:and! amortization. sect. sotees «7 costes dna cece Veter dasetincaee ease cob Sein temo Rec aoe 210 200 194 
Operatpig Taxes. cs atict its scan hace cei oe nests aeeepiagen cere wipers ars cateat ere peasteoa erate heeleeeh ee tee ey ee eee 172 186 171 
EQUIDINERE FORCAN ct0h dec Namdens Dhe 1 ae bias wa ny gee ene Raat eecan mee creer Fa te ee es ee 207 219 216 
NGC Car Bite acura Secs ferns Fungo n ovat hvau te buldie oes gigantea iM Okan at ene ee een ea 83 116 108 
PURCHASED SERVICES: 65 au estes t.ccnieo.n't cian oon Sait ate aalaihee atv byertc Eeeie eine Miser eee acct Ai aie ee 338 363 348 
Casualty and. Insurances. cssccc.catacn actu mesaantahe sate cet tin Sacer an abe meen nate a ae ene 66 75 61 
Others, Se vcrssig ce stradtrsieiiaach see chesaclela e Wue haac etic eres sore a eIteiGic re REREE ates ee cee en oe a 256 276 271 
Special charges (NOTE TA) 225 2 rertiwad criaven cica's aa a ce ete cralvttnc ects RISE eaten ah Sime eet eee ee a 590 - 381 
Total operating: expenses oid. apisuy’ snndWinedonbe wh atikseapdy doaske dled eee 2 are parse eciaht trial eeme ae 3,897 3,545 3,766 
Operating TICOME 85. en aoc tack ON clon Baal gn Ae Cae a eee EE ee ee ae ere 247 807 229 
Interest expense(Note 25) 2 A. iio keiche lpi oh nu eee eee nee ee aden eee eau Aa Gen gerterem ae (244) (118) (114) 
Equity in earnings of Illinois Central Corporation (Note 3) ....... 0... cccc cece e cence eeneeeeeeeeeeaeeennaes 86 = = 
Other'income: (Note 16) 4.2: a ec ae tte con ere eee ae ee a ee ae eer ee er 35 53 24 
Foreign exchange’ (loss)' Gains 3... asec eon oa ee fe Dae Ot eR ELE eee re ree een ney oat er ee een (9) 4 3 
Income from continuing operations before inCOME taxeS ..... 2... 6cceeeeceee ene ene eee eneenseneeneeneenes 115 746 142 
Income tax (expense) recovery from continuing operations (Note 17)...........cccceseeeceeeneeeeeeuaeees (6) (325) 694 
Income trom: continuing -OperatiQTs sad ss: cris <0Ccipeie he ka = eee ees cetera ape eects ae ee 109 421 836 
Discontinued operations (net of applicable income taxes) (Note 18) ..........ccccceseeeeeeneeeeeeeueaeers = (18) 14 
NOt INCOMC. Bisseau acs an 5 1 Mae woh alae Oh Rass Ret ee eo ee aca $ 109 $ 403 $ 850 


Basic earnings per share (Note 20) 
income frani continuing Operations... oi cr and, ohatcers peace Asa aeie ee omrene hate cette sien teehee enti: $ 1.19 
Net ICOM o5c<3 08 ccasaedriee otto uty cet eet acne d an ose cae ere a aae ee a Re erie Rees ee ete ee $ 1.19 


See accompanying notes to consolidated financial statements. 
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$ 4.95 $ 9.85 
$ 4.74 $10.01 


CONSOLIDATED BALANCE SHEET 


In millions December 31, 1998 1997 
Assets 
Current assets: 
Bate en, Pate IONE ees nt sal ea mine ote ae seta a a pen ceitant aby bation duces Vind Re anes oma rnae ews etm hele Beek $ 263 $ 365 
INGEOUN tsar e COLVIN ED (I OLE) as ites ea norte ce eer. Fecactcl cna cc Pts Me Ta IT oe CEC pO eae Taek ea name tins 404 681 
Matenialralid slp Olleswte reams ise tances ect REN cae sera ee AI cee ciate ob ae Nera darSecicic ek iodilvanaiibabewes dapatiows 132 150 
DelerrecincomentaXesn NOLGMET ca nee cect ret ercraths cee Rane eae ata Giate re Nae rete aie ies HG SUEIAG OU aitlotejoauey ven 133 241 
OHMS ase eed SOIR OEE eo ra RIS On HO aR SHE GOR Oe eI IB eee Sn ate eR a er ne 118 112 
1,050 1,549 
OTS TEE 3) Re doce ch RO a at a RA ey OLD EO aren ep LR ago tao a 5,442 BF t22 
DEfenrecsMeOmeptaxesa(NOLORIIZ joe ers stasis ats soe Se od ee ale he as RE aN cast inic ink SoagE REED sre ehaln clea waahadgahe iba dantv nlnereossleiotbaTeyeroioacd 280 164 
vestiniont amuliinors Central Comoration (Mole SB). cso. i oe sae we okie skp os arate Os Fula bio e widen natecole na enleinine sasialn bine mite 3,802 - 
es ashi aid COPE) CHANGES: Sonate eaten, cite Retin o Mains atin y el ois's eb aipipceme't Damas ewe ehmsinc ees: sins «emetehemeone 290 240 
OEY OSTSG Ss easkteot Gta, Wale acne BoB a el Ge Ee ri ne eC OLIS APR Raa oH] actors Ania a int ane Se $10,864 $7,075 


Liabilities and shareholders’ equity 


Current liabilities: 


er ountonavapleanc.aceruer chal Ges (NOTES) n 2... 02.5 ctigny os Sate sa cn ae-capiiy rate hve Sdeawcinn cdvel busresodeuess as $ 1,174 $1,066 
CERKON PTO NTO OMG -TeTin ett NOLES Oy ce seat Direc rats srssecicalctnins tages sisihin a:b v's be ales cin eghvr en's és VS apallesles we 134 43 
OLEE Ts eee Meet tae te ca a pice en Mites ca ia skies ENP cea ait chs Sacral eae ae ose aue vcs Bussete ntvlahp niente bjeve plemented 84 96 
1,392 1,205 

Other lrabidlitiestand deterred crealtsr(WOte o) aetna tess tence tok eee oat kau eena cela sue Gedepuceleavedemesis 1,172 813 
ESTPICIs Ie EH INOLO TO) Coren enn teents hate then tien ae tet ent ts Se CERRO a etc lnk sab piceds vlaanSets ePoup ane 4,009 1,640 


Shareholders’ equity: 


MAME IOS I A eechee eges onetoe antan etme Prat pee Ree Thea caw obo ovmeealun st wasyrmeRS as ceF 2,873 2,016 
COM RDU SLURS oa crte a eet eee aN tg ee IE ne a Sete ais le wo ciate ay SR ies cams Cok Ra nfeee ae we\ais 190 190 
CUITEOMICY. TRATES ION Sore stersce ent ee Shc Powe band chine Peat no unten maps (Sones renee wa tO tren AON ee OE EERE Eo 7 - 
Re taNIGtl Gani Siar vk nc omun saaee Meas ate nan oar tictom ities vite Mitr nein aie n eh use Mena wE iocleh « hfeiera vane tops slip trp-nn dn sinak wey 1,221 1,211 
4,291 3,417 

TORAD Hab ities: A SHAN ONO CCIS. COWILY cra pole as Pact acts ne na te SE CECE te De haste a Ges dea SS one hk mie es) $10,864 $7,075 


On behalf of the Board: 


David G.A. McLean 
Director 


See accompanying notes to consolidated financial statements. 
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Paul M. Tellier 
Director 
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CONSOLIDATED STATEMENT OF CHANGES IN SHAREHOLDERS’ EQUITY 
Issued and Total 
outstanding Capital Contributed Currency Retained shareholders’ 
In millions common shares stock surplus translation earnings equity 
Balances December 31, 1995:..5 3a te Stee ro 84.9 $ 2,012 $190 $- $ 104 $ 2,306 
Nef income sse Siang: gece oer Sach nee ne onan? = = - = 850 850 
Dividends? ects fab Sate te So Se cae oh eee eee Sn eee - = ~ - (68) (68) 
Balances Decembperes I 1990 aentiseeaer totes tour bere eee er 84.9 2,012 190 - 886 3,088 
NGINCOMEG s5 eet tien ty ter inthamtartes an een tee orien viele Be - - - - 403 403 
Stock options exercised and 
employee share plans (Note 12)...........sccceceenneees 0.7 4 - - - 4 
Dividends 3200.6 Woe eect eae ec eR eee ae eee ees = = _ - (78) (78) 
Balances December B11 99 Zoscticcasshain aeorenssslbyneiein tanblaony 85.6 2,016 190 = V2 3,417 
Nett CORTE Se soe erat aS ccos sree ecechne aisle nh avaee hea arene teret ers = = = = 109 109 
Shares issued in second-step acquisition 
of Illinois Central Corporation (Note 3)...............06. 10.1 824 ~ - - 824 
Stock options issued in second-step acquisition 
of Illinois Central Corporation (Note 3)...............06. - 25 - - - 25 
Stock options exercised and 
employee share plans (Note 12)...........00ceeeeeeeneee 0.2 8 - ~ - 8 
Currency translatione.s) ec. o ers ae een eee ces eens - - - 7 = 7 
Dividendsie’s.- kta soc thee ete eee ak eee eee eee _ ~ - (99) (99) 
Balances December 31, 1998.00.20. ccccccccccssentereesenes 95.9 $2,873 $190 $7 $1,221 $4,291 


See accompanying notes to consolidated financial statements. 
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CONSOLIDATED STATEMENT OF CASH FLOWS 


In millions Year ended December 31, 1998 1997 1996 


Operating activities 


puerta AT GINA LSOMUMNITIC OPGLAUONS 2.5 2 Jno Ses eet y coe Sosa ves eles wih Sas a, WERT PEN a eee eee $ 109 $ 421 $ 836 
Non-cash items in income: 
SOCIAL CTIA CPCS MIN DIGI TE) rt en see e os tote a, Meese od ery Pt sation galpamalbde sip ete kes 590 - 365 
FOrelmexchangenoss:(Gain)icw urs csc aes emer t Oke eae cs 7 heey ns detrei neato oe 9 (4) (3) 
Depreciation and’ amortization (Note'19'(D)). 2... 2 TA ies cs canis inede ear enbicees 213 202 196 
Defenreduncomextaxess(NOTOsn/)s ele Sentra sce ya atin ec cm MCR ET Acca orator (13) 315 (705) 
Equity in earnings of Illinois Central Corporation (Note 3)....... 2.0.0 ccc cence eee enee eee enneeeees (86) - - 
Gainvonisalevormtenreast=in; (OMeEVeMtUNe: som fe sea yetea tat seed esis «caters nally fe din cla nectiegs ny emis - (21) - 
Changes in: 
Accounts receivable (Note 5). .........cccneecvecesnneecs ERA cP CC Eee Ce or OT ORE Tae 270 5 59 
Matenaliand, SUDDNCS Ag ch eich Miclires cesheenten Mere ercinnd Sects e Peta ee ann alle nave ace dle uae nial va 18 7 16 
Accounts payable and accrued charges (Note 8). 2c. foe i ioe even ccnp oe ne de ncases den 109 26 146 
OtiierMmeccurrenbassetsand Mabiitiests.. +: gevsee cecsae reel eer cee isa nc vokianwiags'eweinecdivn snianed (10) (44) (49) 
PAyents TOr WOLKIONCe TEAUGHON Tet sr. - cece che ee hacv cere e Recs Vie poe ren’ dciuncwwem areca sy weeses ee ee (187) (197) (307) 
Oi eiac ker ne ee medi ee tebe ets Jk re et seam aa | EY te tsa isistec MMR ae cae Se (69) (32) 11 
Cash provided FON COTMLUING OPETaliONs Piven AA ORR ea ine nese BX, oe Ty ene Rls Cavaiceaine sees 953 678 565 


Investing activities 


Netcauitianstonpropenties(NOtG:1 UD) )ncrs Wosva ace CRUSE tae ce nips dae rne scene ston seccuecweds (494) (393) (292) 
Net proceecsuronidisposaliofipropertiasus soci <OS:Woaier. (hiHGAiie aes aieen tee tececv octets gener 90 122 64 
Net proceeds from sale of interest in joint venture......... 0.0... cc sees e eee ee eee ee ee neee een ees - 23 - 
Investment in Illinois Central Corporation (Note 3) ..... 2.66 ccc ccee eee e eres tees tenes eeneee ene ee ens (2,608) - - 
OCG IH are eR PRIS SIP Ole ere I ON PMR ARTS, ON «vi hi pe dose Waa ERs Ee APA Ges ~ 8 1 
ASIC OU JOUVE SINIG CI AC i, sb ict ine PE eae ions hue ats tere cer ais eases s w hiae doasiedk nono ons King (3,012) (240) (227) 
Diviiends aid To 'ShakenOlGelSin jonas 5 axP tetas tebe “cic aateetnMee MiMe ON OaRiace aed Fria gworaesanipSacaiape ava (99) (78) (68) 


Financing activities 


[SSUANGE: OF MANG-tERMMeDL uinwic ocdalns ark Sr aeeeen tossed RAN tap anny Cases es iveardts sndunsvacens 4,589 13 1 

Reduction. ot Ong-lerm cebtata.. cucumrnaarsged 20Gahth tay Aca OR Meee a ress cess dumse exven dees eens (2,541) (98) ° (294) 

[eliance.cf capital stocks (Note. 12) suisweelts nei ir At ctr chain Sadie pan teen creases ss trea seas vee « 8 4 - 
Cash provided'trom (used by) Financing ACtiVities s: . Je iveiccssev eles dees sesnngcuyeteswsanaviatgcnsrnans 2,056 (81) (293) 
Cash (used by) provided from discontinued operations (Note 18 (C))...........0.cccesceees eee eeeeen ees - (20) 10 
IN@K(GECrEaSe) INGKEASCNINEGAS: ren emer ane nthe GE Oita ote aiera ts Thcte Naish sid Vihams laie c's Genie al sai (102) 259 (13) 
Cash.and casts equivalents; beginningiot-year sascha 7. c0dceses. OTTER. secon end xen Creeper a aes 365 106 119 
Casirand casit equivalents,end Of Year ies. ry occka sire os wit eke vot ese viele dole Bapegerataa roto ea ap fs omen $ 263 $ 365 $ 106 


See accompanying notes to consolidated financial statements. 
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CN’s revenues are derived from the movement of a balanced and diversified mix of commodities and products predominantly originating in 
Canada. The Company’s network extends from Halifax to Vancouver and connects to the Chicago gateway through its subsidiary, Grand Trunk 
Corporation. Illinois Central Corporation’s network extends from Chicago, where it connects with the Company's network, to the Gulf of Mexico. 


1 Summary of significant accounting policies 


Except where otherwise indicated, these consolidated financial statements 
are expressed in Canadian dollars and have been prepared in accordance 
with accounting principles generally accepted in Canada, which differ in 
certain respects from those in the United States as explained in Note 23. 
The preparation of financial statements in conformity with generally 
accepted accounting principles requires management to make estimates 
and assumptions that affect the reported amounts of revenues and 
expenses during the period, the reported amounts of assets and liabili- 
ties, and the disclosure of contingent assets and liabilities at the date of 
the financial statements. Actual results could differ from these estimates. 


A. Principles of consolidation 

These consolidated financial statements include the accounts of all sub- 
sidiaries, except for those of Illinois Central Corporation (IC), which is 
accounted for using the equity method pending approval of control by 
the U.S. Surface Transportation Board (STB). The Company's investments, 
in which it has joint control, are accounted for using the proportionate 
consolidation method. 


B. Revenues 

Freight revenues are recognized based on the percentage of completed 
service method. Costs associated with movements are recognized as the 
service is performed. 


C. Foreign exchange 
The Company's U.S. operations, excluding the Company's equity invest- 
ment in IC, are classified as integrated with the Canadian dollar as 
the functional currency and are translated into Canadian dollars and 
accounted for on the following basis: monetary assets and liabilities are 
translated at the rates in effect at the balance sheet date; non-monetary 
assets and liabilities are translated at historical exchange rates; revenues 
and expenses are translated at average exchange rates during the year 
except for depreciation, which is translated at exchange rates prevailing 
when the related properties were acquired; and other currency gains and 
losses are reflected in net income for the year. The Company’s own for- 
eign denominated assets and liabilities are accorded similar treatment. 

The Company's equity investment in IC, considered a self-sustaining 
foreign entity with the U.S. dollar as its functional currency, is translated 
into Canadian dollars at the rate in effect at the balance sheet date. The 
equity in earnings of IC is translated at average exchange rates during 
the year. 

The Company has designated all of its U.S. dollar denominated 
long-term debt as a foreign exchange hedge of its net investment in IC. 
Unrealized foreign exchange gains and losses, from the date of designa- 
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tion, on the translation of the Company's U.S. dollar denominated debt, 
are included in Currency translation, which forms part of Shareholders’ 
equity, along with the unrealized foreign exchange gains and losses on 
the translation of the Company's net investment in IC. 


D. Cash and cash equivalents 

Cash and cash equivalents include highly liquid investments purchased 
three months or less from maturity and are stated at cost, which approx- 
imates market value. 


E. Material and supplies 

The inventory is valued at weighted-average cost for ties and rails, latest 
invoice price for fuel and new materials in stores, and at estimated utility 
or sales value for usable secondhand, obsolete and scrap materials. 


F. Properties 

Railroad properties are carried at cost less accumulated depreciation 
including asset impairment write-downs. All costs of materials associated 
with the installation of rail, ties, ballast and other track improvements are 
capitalized to the extent they meet the Company's definition of “unit of 
property.” The related labor and overhead costs are also capitalized for the 
installation of new, non-replacement track. All other labor and overhead 
costs and maintenance costs are expensed as incurred. Related interest 
costs are charged to expense. Additions to other property and equipment 
include the cost of developing computer software for internal use. 

The cost of railroad properties, less salvage value, retired or disposed 
of in the normal course of business, is charged to accumulated deprecia- 
tion, in accordance with the group method of depreciation. The Company 
reviews the carrying amounts of properties whenever events or changes 
in circumstances indicate that such carrying amounts may not be recov- 
erable based on future undiscounted cash flows or estimated net realiz- 
able value. Assets that are deemed impaired as a result of such review 
are recorded at the lower of carrying amount or fair value. 


G. Depreciation 
The cost of properties, net of asset impairment write-downs, is depreci- 
ated on a straight-line basis over their estimated useful lives as follows: 


Asset class Annual rate 
Pracksand ROadWaY’ sisi ceatie snide meme salany eaitningaiaeentimthensncinreis aiterate stale anienewee 2% 
Buildingsige sents gyseecrcquinn hs uatquie nek we Phas ian abate nee ehing eee 3% 
Rolling:stock srrcccrcnstehrasror nicest suet so aaaimecantmmam oer sateen koi aaeh een 3% 
Other asad Hnrapnagane aaa Mm earema aatid ioe henemae eee manta Rance «Reece 2% 


The Company performs periodic reviews of its depreciation rates. 
Adjustments to rates resulting from such reviews have not had a mater- 
ial impact on operating results. 
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H. Pensions 
Pension costs are determined periodically by independent actuaries. 
Pension expense is charged to operations and includes: 


(i) the cost of pension benefits provided in exchange for employees’ 
services rendered during the year, 


(ii) the amortization of the initial net transition obligation over the 
expected average remaining service life of the employee group cov- 
ered by the plans, 


(iii) the amortization of past service costs and amendments over the 
expected average remaining service life of the employee group cov- 
ered by the plans, and 


(iv) the interest cost of pension obligations, the return on pension fund 
assets, and the amortization of experience gains and losses. 


The pension plans are funded through contributions determined in 
accordance with the projected unit credit actuarial cost method. 


|. Post-retirement benefits other than pensions 

The Company accrues the cost of post-retirement benefits other than 
pensions, which include life insurance programs, medical benefits, sup- 
plemental pension allowances, and free rail travel benefits not covered in 
the Company's principal pension plans. The Company funds the benefits 
payable as they become due. 


J. Financial instruments 

Derivative financial instruments may be used from time to time by the 
Company in the management of its fuel, interest rate and foreign currency 
exposures. Gains or losses on such instruments entered into for the pur- 
poses of hedging financial risk exposures are deferred and amortized in 
the results of operations over the life of the hedged asset or liability or 
over the terms of the derivative financial instrument. Income and expense 
related to financial instruments are recorded in the same category as 
that generated by the underlying asset or liability. 


K. Environmental expenditures 

Environmental expenditures that relate to current operations are 
expensed or capitalized as appropriate. Expenditures that relate to an 
existing condition caused by past operations, and which are not expected 
to contribute to current or future revenue generation, are expensed. 
Liabilities are recorded when environmental assessments and/or remedial 
efforts are likely, and when the costs, based on a specific plan of action 
in terms of the technology to be used and the extent of the corrective 
action required, can be reasonably estimated. 


L. Income taxes 

The Company follows the asset and liability method for accounting for 
income taxes. Under the asset and liability method, the change in the net 
deferred tax asset or liability is included in income. Deferred tax assets 
and liabilities are measured using enacted tax rates expected to apply to 
taxable income in the years in which temporary differences are expected 
to be recovered or settled. 
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2 Accounting changes 


A. Cash flow statements 

Effective in the fourth quarter of 1998, the Company adopted the 
Canadian Institute of Chartered Accountants’ (CICA) recommendations 
related to the presentation of cash flow statements. The standard 
requires that, among other things, non-cash items be excluded from 
investing and financing activities and disclosed elsewhere in the consoli- 
dated financial statements in a way that provides all relevant informa- 
tion about investing and financing activities. The standard requires 
retroactive application with prior comparative information being restated. 


B. Computer software costs 

In the first quarter of 1998, the Company adopted specific U.S. guidance 
related to the accounting for computer software costs as found in State- 
ment of Position (SOP) 98-1, “Accounting for the Costs of Computer 
Software Developed or Obtained for Internal Use.” In accordance with 
the requirements of this statement, this change has been applied 
prospectively. The impact of the adoption of SOP 98-1 was to increase 
net income by approximately $13 million for the year ended December 
31, 1998. The Company has not applied this accounting change 
retroactively as the impact on prior years’ comparative figures is not 
significant. 


C. Income taxes 
Effective with the fourth quarter of 1997, the Company adopted the 
CICA recommendations for the accounting for income taxes. The stan- 
dard requires the use of the asset and liability method for accounting 
for income taxes. Under the asset and liability method, deferred income 
taxes are recognized for the future income tax consequences attributable 
to differences between the financial statement carrying values and their 
respective income tax basis (temporary differences). Deferred income 
tax assets and liabilities are measured using enacted income tax rates 
expected to apply to taxable income in the years in which temporary dif- 
ferences are expected to be recovered or settled. The effect on deferred 
income tax assets and liabilities of a change in tax rates is included in 
income in the period that includes the enactment date. Deferred income 
tax assets are evaluated and if realization is not considered “more likely 
than not,” a valuation allowance is provided. 

Previously, the Company followed the deferral method of account- 
ing for income taxes which related the provision for income taxes to 
the accounting income for the period. Under the deferral method, the 
amount by which the income tax provision differed from the amount of 
income taxes currently payable was considered to represent the deferring 
to future periods of benefits obtained or expenditures incurred in the 
current period and accordingly was computed at current income tax rates. 
The accumulated income tax allocation debit or credit balance was not 
adjusted to reflect subsequent changes in income tax rates. Also, under 
the deferral method, tax benefits related to accounting losses could only 
be recognized in the period the loss was incurred if there was virtual 
certainty of realizing these benefits. 
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2 Accounting changes (continued) 


As a result of the change in accounting policy, an income tax recovery 
(including discontinued operations) of $708 million, or $8.34 per share, 
was recorded in 1996 for income tax benefits related to years prior to 
1997. In 1997, income tax expense of $303 million, or $3.56 per share, 
related to income before tax was recorded. There was no effect on the 
comparative figures prior to 1996. 


3 Acquisition of Illinois Central Corporation 


On February 10, 1998, the Company, through an indirect wholly-owned 
subsidiary, and IC entered into a merger agreement as subsequently 
amended on March 4, 1998, providing for the acquisition of IC by the 
Company for a purchase price of approximately U.S.$2.4 billion payable 
as to 75% in cash and 25% in common shares of the Company. Under 
the terms of the agreement, on March 14, 1998, the Company acquired, 
pursuant to the first-step cash tender offer, approximately 46.05 million 
common shares or 75% of the outstanding common shares of IC for 
$2,549 million (U.S.$1,796 million) or U.S.$39 per share. On June 4, 
1998, the Company and IC consummated the second-step merger by 
exchanging the remaining 25% of the outstanding common shares of IC 
at an exchange ratio of 0.633 shares of the Company's common stock 
per IC share. As a result of the second-step merger, the remaining 25% 
of IC shares were exchanged for 10.1 million shares of the Company's 
common stock. In addition, the outstanding IC stock options were 
exchanged for stock options of the Company. 

The cash tender offer was initially financed by a U.S.$800 million 
one-year term loan facility, a U.S.$800 million draw-down on a five- 
year revolving credit facility and cash on hand. On April 24, 1998, the 
Company repaid U.S.$70 million (Cdn$100 million) of the revolving 
credit facility with cash on hand. In June 1998, the Company issued com- 
mercial paper, backed by the revolving credit facility, for U.S.$150 million 
(Cdn$220 million) of which U.S.$140 million (Cdn$199 million) was used 
to repay a portion of the revolving credit facility. In July 1998, the 
Company repaid the one-year term loan facility and reduced its draw- 
down on the five-year revolving credit facility with proceeds from the 
issuance of U.S.$925 million of long-term debt and from the issuance 
of additional commercial paper. 

The shares purchased under the cash tender offer and the shares 
acquired in the second-step merger were placed in a voting trust pend- 
ing approval by the STB of the Company's acquisition of control of IC. 
The STB approval, while expected, cannot be assumed and may not be 
granted prior to the second quarter of 1999. Upon completion of the 
change in control, the Company may incur certain costs which will be 
charged to income. 

The Company accounts for its investment in IC under the equity 
method of accounting in accordance with Accounting Principles Board 
Opinion (APB) 18, “The Equity Method of Accounting for Investments 
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in Common Stock.” IC is considered a self-sustaining foreign entity with 
the U.S. dollar as its functional currency. Effective April 1, 1998, the 
Company designated U.S.$1.8 billion of its U.S. dollar denominated long- 
term debt as a foreign exchange hedge of its net investment in IC. 
Effective June 4, 1998, and corresponding with the completion of the 
second step of the IC acquisition, the Company increased that designated 
amount to include all of its U.S. dollar denominated debt. The result is 
that unrealized foreign exchange gains and losses, from the date of des- 
ignation, on the translation of the Company's U.S. dollar denominated 
debt, are included in Currency translation, along with the unrealized 
foreign exchange gains and losses on the translation of the Company's 
net investment in IC, which forms part of Shareholders’ equity. 

The investment in IC at December 31, 1998 includes am investment 
of $3,398 million related to the acquisition of IC shares pursuant to the 
cash tender offer and the second-step merger, $259 million related to the 
translation of the investment to its current Canadian dollar equivalent, 
$59 million for transaction-related expenses, and $86 million of equity 
in the earnings of IC since the date of acquisition. 

The Consolidated Statement of Income for the year ended December 31, 
1998 includes various items related to the acquisition of IC, including 
$117-million pre-tax interest costs on debt associated with financing 
the cash tender offer. The $86-million equity in the earnings of IC 
included in the Consolidated Statement of Income for the year ended 
December 31, 1998 represents the Company’s portion of IC’s earnings 
from March 14, 1998, net of the amortization of the U.S.$1,800 million 
difference between the Company's cost to acquire IC and the underlying 
historical equity in net assets of IC, based on preliminary estimates of 
the fair values of IC’s properties and equipment, and estimates of their 
remaining useful lives, as well as estimates of the fair values of other 
IC assets and liabilities. In total, items related to the IC acquisition 
increased net income for the year ended December 31, 1998 by $18 mil- 
lion. These amounts, as well as the impact of the issuance of shares 
pursuant to the second-step merger, increased the earnings per share by 
$0.13 for the year ended December 31, 1998. Excluding the 1998-special 
charge, the earnings per share decreased by $0.13. The impact of the 
results of the final valuation of IC’s assets and liabilities and changes in 
accounting practices are not expected to have a material impact on the 
results of operations. 

If the Company had acquired its investment in IC on January 1, 1997, 
based on the historical amounts reported by IC, net of the amortization 
of the difference between the Company's cost to acquire IC and the 
underlying historical equity in net assets of IC (based on preliminary esti- 
mates of the fair values of IC’s properties and equipment, and estimates 
of their remaining useful lives, as well as estimates of the fair values of 
other IC assets and liabilities), income from continuing operations would 
have been $132 million ($1.38 per share) for the year ended December 31, 
1998 (excluding special charges recorded by IC related to the merger) 
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compared to $450 million ($4.72 per share) for 1997. Income from 
continuing operations would have included equity in earnings of IC of 
$128 million for the year ended December 31, 1998 (excluding special 
charges recorded by IC related to the merger), compared to $119 million 
for 1997. Income from continuing operations would also have included 
after-tax interest expense related to the acquisition of $87 million for 
the year ended December 31, 1998 compared to $90 million for 1997. 
The pro-forma figures do not reflect synergies, and accordingly, do not 
account for any potential increases in operating income, any estimated 
cost savings, facilities consolidation or adjustments to conform account- 
ing practices. 


4 Illinois Central Corporation consolidated financial information 


Summary financial information for IC, on its historical cost basis, for the 
years ended December 31, 1998, 1997 and 1996, and as at December 31, 
1998 and 1997, as provided by IC’s management, is presented below: 


Illinois Central Corporation 
Condensed Consolidated Statement of Income (U.S. GAAP) 


In millions of U.S.$ Year ended December 31, 1998 1997 1996 
ROVOMUAS Setar a ed layedeeathcete ere et anderen $728.8 $699.8 $657.5 
OPeratinGuenPenSesi x. Giver ota cade sauna suesantes 521.2 435.9 416.3 
OPGratnGHNCOMEL Werwencretsccces tmaruesencemnni a 207.6 263.9 241.2 
GIN ERINGOMEWER. san aces ape atten ina ater 9.3 6.0 8.6 
IntekeStexpens@inc) mi cctaGrnctieaen chtcamaepas nce (41.2) (40.0) (34.1) 
Income before income taxeS ..........0:ceeeceee eens 175.7 229.9 215.7 
IcOMe.taxX; EXPENSE. Pisa cide tou anette cee (70.1) (79.7) (79.1) 
WEGINCOMO serene ree od coves eC a ee $105.6 $150.2 $136.6 


Operating expenses for the year ended December 31, 1998 included 
special charges of U.S.$48.5 million (U.S.$41.2 million after tax) for 
severance and other costs related to the merger. 


6 Properties 


In millions 


December 31, 1998 


Illinois Central Corporation 
Condensed Consolidated Balance Sheet (U.S. GAAP) 


In millions of U.S.$ December 31, 1998 1997 
Assets 

Carren Wassetsre yn iter tics viatiae iat Midas cee eas oooh eine ds $ 249.9 $ 199.2 
Noniecurrentgassetsy pate seve cut anton csae tenuis das dat 1,923.9 1,810.2 
Total assetaege. pie Ratt Wht aoc Bote eed OE $2,173.8 $2,009.4 
Liabilities and stockholders’ equity 

Gunrentabilthes ae see oe teen sees ens hale Oe ecne ee es $ 297.0 $ 255.1 
HONGELEHM CAD Uae ast ates eieaty a cen uae ae rat OE cotrumes and 557.3 572.2 
DELETECAXCS nant ete Gitta aon cea et met © Senet oni ate Meer 442.8 409.2 
Othentiabiiitiesss orere eee et ee na eee 130.2 130.1 
Stockhalders“equity Rican. oesssSocs ates eee eee lee 746.5 642.8 


$2,173.8  $2,009.4 


5 Accounts receivable 


In millions December 31, 1998 1997 
Freight 

[rea eee etter ras trataisras etic tesa RRA iat ctotccn oe $217 $504 
AGEMU ES ramet csr terres ute west estes ca siete a Stoes aie ev SRTe Ns eR AUER crete 48 43 
NGG (0 NeRaabee an Set tar Aiton Bbcnt nate doc sc a Smit Ae Ot 180 178 
445 725 

Provision for. doubtful accounts: ». seceas octet a eceens Cocknon oseetecec (41) (44) 
$404 $681 


On June 25, 1998, the Company entered into a revolving agreement 
to sell eligible freight trade receivables. The agreement, which expires in 
June 2003, allows for sales of freight trade receivables up to a maximum 
of $250 million. At December 31, 1998, $150 million and U.S.$45 million 
(Cdn$69 million) had been sold on a limited recourse basis, pursuant to 
the agreement. The Company has retained the responsibility for servicing 
and collecting the accounts receivable sold. Costs related to the agree- 
ment, which fluctuate with changes in prevailing interest rates, are 
included in Other income. 


December 31, 1997 


Accumulated Accumulated 

Cost depreciation Net Cost depreciation Net 

Vracksandipoadwayist soit «ane deeaenntrgen“omees emote sae $ 6,641 $3,059 $3,582 $ 6,503 $3,107 $3,396 
BusdIAGS b8.t Sarat ee aid tains sieseiiae oN ara cleratibiaa ne deaaple 875 517 358 836 508 328 
RONMOYStOCK ii) tesa nep atm a cinta anticnstirons uaiams caret 2,296 1,059 1,237 2,248 1,073 Lays 
Oe lias hiecwe cc pt ounaatemivecsn a srses madaceatars 774 509 265 735 512 223 
$10,586 $5,144 $5,442 $10,322 $5,200 $5,122 

Capital leases included in properties ...............0..0e0s Sm 6 17 $ 72 $ 545 $ 499 Seu $ 449 
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7 Credit facilities 


In connection with the acquisition of IC, the Company entered into a 
U.S.$800 million one-year term loan facility and a U.S.$1,000 million 
five-year revolving credit facility. Concurrently, the Company terminated 
its previous revolving credit facilities. The credit facilities provide for 
interest on borrowings at various interest rates including the Canadian 
prime rate, bankers’ acceptance rates, the U.S. federal funds effective 
rate and the London Interbank Offer Rate plus applicable margins. The 
credit facility agreements contain customary financial covenants, based 
on U.S. generally accepted accounting principles, including i) limitations 
on debt as a percentage of total capitalization, ii) maintenance of tangi- 
ble net worth above predefined levels and iii) maintenance of the fixed 
charge coverage ratio above predefined levels. The Company was in com- 
pliance with all of these financial covenants throughout the year. In July 
1998, the Company repaid the one-year term loan facility and reduced its 
draw-down on the five-year revolving credit facility with proceeds from 
the issuance of U.S.$925 million of long-term debt and from the issuance 
of commercial paper. The Company's commercial paper program is 
backed up by the five-year revolving credit facility. As at December 31, 
1998, the Company had U.S.$347 million (Cdn$532 million) of commer- 
cial paper outstanding and U.S.$220 million (Cdn$337 million) outstand- 
ing under the revolving credit facility. 


8 Accounts payable and accrued charges 


In millions December 31, 1998 1997 
Trade:payables:.cs\55 sss teare te cseane teat teamumckGtenarmente tire Ae $ 279 $ 314 
Current portion of workforce reduction provisions .............++. 235 177 
Payroll-related!accrttals > ice casei <scccacncthtat tia ee tie nn balers eae 177 172 
Accrued: chargesr#: 5.0235 dsb gessseges danse ecea ina snenece fee be 121 119 
Accrued interest on long-term debt .............sceeseeneeeneeees 111 46 
Accruedioperating leases jv; sen. vin: shintnein tenn ast eateen a 85 112 
Othe aicacacanhe jax emetic Bastiat’ «eek ghavosee ba nenerneeona 166 126 
$1,174 $1,066 
9 Other liabilities and deferred credits 
In millions December 31, 1998 1997 
Workforce reduction provisions, 
net.of current portion) (Aj. << cvcsssawaetseecea Nase ae emer $ 590 $281 
Accrual for post-retirement benefits 
Other than PENSIONSHEuattert vein Letianat nee deco mrunane merece 149 135 
Personal: Injury TeSEIVEg usguicstceaccdcwaniidn atte aaecenentinasee Nearen 108 88 
Environmental reserve, net of current portion .............0ee000 38 59 
Deferred: credits ‘andiother’......5vcse- dvacacetemates dnmsenecesametsurs 287 250 
$1,172 $813 
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A. Workforce reduction provisions 

The workforce reduction provisions, which cover employees in both 
Canada and the United States, are mainly comprised of severance pay- 
ments which will be disbursed over a period of up to six years.-Other 
elements of the provisions mainly include early retirement incentives 
and bridging to early retirement. Payments for severance and other 
elements of the provisions have reduced the provisions by $187 million 
for the year ended December 31, 1998 ($197 million for the year ended 
December 31, 1997). The special charge recorded in 1998 with respect 
to workforce reductions, excluding the related pension curtailment, had 
the effect of increasing the aggregate provisions to $825 million at 
December 31, 1998. 


B. Post-retirement benefits other than pensions 


(i) The following table shows the reconciliation of the plan’s obligations 
to amounts accrued at the balance sheet dates. The Company uses a 
December 31 measurement date. 


In millions December 31, 1998 1997 
Accumulated post-retirement benefit obligation: 

Retirees lose. hetiada a xe ota e ec RMT rele Seog eH $ 82 $ 65 

Fully eligible active plan participants...............cceeeeeeeee ees 62 61 

144 126 

Unrecognized Net.gain:c cece asus sina Ne stew nerneiate eam ete samen’ 5 9 

$149 $135 


(ii) Components of net periodic post-retirement benefit cost applicable 
to continuing operations are as follows: 


In millions Year ended December 31, 1998 1997 1996 
SOIVICE COST scat eeprom oi ae Ra sha aaa sa os $ 4 $3 $3 
INTELESt COStda ih cao sanratetions iiaicek heats aienes ue 10 7 6 
Net amortization and deferral.............0......0000e0e Z (1) (7) 
$21 $9 $2 
Weighted-average GISCOUNE KALE Seas eictasisictae ets domeneee ce 7.50% 7.44% 8.00% 
Weighted-average (long-term) salary increase........... 4.25% 4.50% 5.25% 
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1 0 Long-term debt 


Currency 
in which December 31 
In millions Maturity payable 1998 1997 
Bonds, debentures, and notes: (A) (B) 
Canadian National series: 
eral VOC OOS saeco m niente teal Sarma tae ah Sea Roe as eaten tema AWoume aaca eet ae wienmeeseuteite, May 14, 1999 Cdn$ $ 50 $ 50 
Daum aly: Vato WisshranG DONGS 1(C)zerpmasace sconces ete Phas oats vane aa akahes de awa deen a Aug. 22, 2000 CHF 99 99 
Ao MMmI Sy Coal OLES prin teen ran rice Ne chee hate ange ale inom tree ciceeiae secre vRi Cah cin SRR OER. melee May 21, 2001 Cdn$ 150 150 
Gar creme O-VaImOLES at etre ee nites: Meicc cette venta a eee aie Sten bitte m cveclca veda Pere detay May 15, 2003 U.S.$ 190 190 
i emda OVEN GUES aruyn te sek eee anne PR emesis Se ene aeiRaE taco Meine wine bncteenisede etow ca Mar. 15, 2004 U.S.$ 365 365 
G:AbpouPuttableiReset Securities: (PURS)! (D)id-.& emcees sede note ce actieatees chy bv sabes vied caches checwe ewe July 15, 2006 U.S.$ 355 ~ 
(Suleld WO) ZAUS SRI CTS CM Sb al cece WE Gee ar CINE Se cece aR ne CIS PI TER ache 2 er July 15, 2018 U.S.$ 284 - 
iia igeee 3 0-VEaN, GeDEM eS mats ietse ehitace tata taae sare oon Mea teae Maa lacie ar, Gietato gs ae gah ss mae May 15, 2023 U.S.$ 190 190 
r0 Yowa OnVvealmMOtesn(E) oer mnncmuracken chai oincak Palisa dante: sscy eaiacoioaihy aanaewe stone oan tad mab see at: July 15, 2028 U.S.$ 674 - 
Titel CUS s CELEIUTES NANO NOLES fe Aetna heer ests yachts va. taclntlin mse Maleate mee rahe aco ake odabnienns 2,357 1,044 
Other: (A) 
Revowinigicredit tachitys(NOte 7) ee nem cesemrminiactins acasme rina se a caer at etes whan case sehtvaiiatoee acest: U.S.$ 312 - 
GOMMercia Papen ian. ces ene ony RT on cee au eee, ante Meno Wert are ett a At U.S.$ 493 - 
Malioagescapanncnsarcticiss reacties bat ny tee aie recat Rancaies veer hinG Unite Wala odeaibe dveueaeeudens Cdn$ 15 15 
Amounts owing under equipment agreements (G) ............cccceceee eee eee beams are er ae Various 65 75 
Capitalileaseobligations:(H) x. amar. ru aciue ty ce celeste re wantceimseleee natsc anise osama ns soe ee ucsren selene Various 578 477 
AGIUStMEN Eto Curren tex ChanGerater(A) a: cacarts seuriamaearu dak sci amse sueean ravi sau iaeblaitnedas ontake Auaneece 331 75 
TOCA ORCI sae ar (irk eee SCANS MPa a ais atin msi IE Ree oa sel idors Wa is eaten pad aa heh 1,794 642 
SENOMA ege wrtas ha Mer eh a bree Ree ale So ee ate eR GN Em ac SURE caldera twin Ceca MR 4,151 1,686 
Less: 
Currentipontion on long-term Gentes secpas ae auton. aan cecwst ne nisin concetatan neces tole ao ected we reer ot ecs 134 43 
Netrunamoantized(GiSCOUnt...cmch wee. atepatrure area aecion seen hear mieke secre foc cater oe es hone. 8 3 
142 46 
$4,009 $1,640 


A. U.S. dollar denominated long-term debt amounts are reflected in 
Canadian dollars at the rate in effect at the time of the issuance of the 
long-term debt. The effect of the current exchange rate conversion is 
included in “Adjustment to current exchange rate.” 


B. The Company's bonds, debentures, and notes are unsecured. 


C. The August 22, 2000 bonds issued in Swiss francs (CHF170 million), 
bearing an interest rate of 5%%, were effectively converted at their issue 
date to a $99-million Canadian dollar obligation through a currency 
swap agreement at an all-inclusive cost of 11.17%. 


D. The PURS contain imbedded simultaneous put and call options at par. 
At the time of issuance, the Company sold the option to call the securi- 
ties on July 15, 2006 (the reset date). If the call option is exercised, the 
imbedded put option is automatically triggered, resulting in the redemp- 
tion of the original PURS. The call option holder will then have the right 
to remarket the securities at a new coupon rate for an additional 30-year 
term ending July 15, 2036. The new coupon rate will be determined 
according to a pre-set mechanism based on market conditions then pre- 
vailing. If the call option is not exercised, the put option is deemed to have 
been exercised, resulting in the redemption of the PURS on July 15, 2006. 
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E. The 20-year and 30-year notes are redeemable, in whole or in part, at 
the option of the Company, at any time, at the greater of par and a for- 
mula price based on interest rates prevailing at the time of redemption. 


F. During 1998, the Company initiated a commercial paper program. 
The program enables the Company to issue commercial paper up to a 
maximum aggregate principal amount of $600 million or the U.S. dollar 
equivalent and is supported by the revolving credit facility. Commercial 
paper debt is due within one year but has been classified as long-term 
debt, reflecting the Company's intent and ability to refinance the short- 
term borrowing through subsequent issuances of commercial paper or 
drawing down on the revolving credit facility. 


G. These agreements are secured by rolling stock and payable by 
monthly or semi-annual installments over various periods to 2003 at 
interest rates ranging from 6% to 13%%. The principal amounts are 
payable as follows: $44 million and U.S.$16 million (Cdn$25 million) as 
at December 31, 1998, and $49 million and U.S.$19 million (Cdn$28 mil- 
lion) as at December 31, 1997. 
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1 0 Long-term debt (continued) 


H. Interest rates for these leases range from approximately 4%% 
to 144% with maturity dates in the years 1999 through 2016. The 
imputed interest on these leases amounted to $530 million as at 
December 31, 1998 and $460 million as at December 31, 1997. 


/. Principal repayments for the following fiscal years, including repurchase 
arrangements and capital lease repayments on debt outstanding as at 
December 31, 1998 but excluding repayments of commercial paper of 
$532 million (U.S.$347 million) and amounts related to the revolving 
credit facility of $337 million (U.S.$220 million), are as follows: 


Year In millions Amount 
ED ime RMR aA ere are lated alana se RN a vce che nea ape care ae $ 134 
200 i rap ea eee Baek ae the Corea mae bBo ate tae Shee AP ee, Oar Cee 179 
2OOT) sige neues ei atnatolnend ducgtas «aceon Poet ene tree nak Meee rad etc aereoaald 215 
A OME Reon te ASE thy MERE ont Jods AEDACMOO ike Solar eae eine HES Aae hE. 22 
QOOS* js Sere ste toes case ae as ashok ORES Ree ate aie vay taney aN Eee Mera 245 
2004,-and ‘thereamelys cont ae kit 9: ae creer eee shlaety cae ence mara aren 2,479 


J. The aggregate amount of debt payable in U.S. currency as at 
December 31, 1998 is U.S.$2,343 million (Cdn$3,590 million) and as 
at December 31, 1997 is U.S.$800 million (Cdn$1,143 million). 


K. During 1998, the Company recorded $156 million in capital lease 
obligations ($213 million in 1997) related to rolling stock financing. 


11 Capital stock 


A. Authorized capital stock 

The authorized capital stock of the Company is as follows: 

e Unlimited number of Common Shares, without par value 

e Unlimited number of Class A Preferred Shares, without par value 
issuable in series 

e Unlimited number of Class B Preferred Shares, without par value 
issuable in series 


B. Issued and outstanding common shares 

During 1998, the Company issued 10.1 million common shares as a result 
of the second-step merger with IC. The Company also issued 0.2 million 
shares related to stock options exercised and employee share“plans. The 
total nuinber of common shares issued and outstanding wads 95.9 million 
as at December 31, 1998. 


1 2 Stock plans 


A. Employee share plans 

(i) As part of the public offering in 1995, eligible employees purchased 
shares under the employee share plans. The Company provided non- 
interest bearing loans of up to 90% of the share purchase price to 
eligible employees. During 1998, the Company issued a total of 
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47,778 common shares (matched shares) to those employees whose 
shares in the plans had vested during the year. An additional 22,506 
common shares will be issued by the Company once their vesting 
requirements are met. 


(ii) Effective September 1, 1997, an Employee Share Investment Plan 
(ESIP) was implemented giving eligible employees the opportunity 
to subscribe for up to 6% of their gross salaries to purchase shares 
of the Company's common stock on the open market and to have 
the Company invest, on the employee's behalf, a further 35% of 
the amount invested by the employee. Participation at December 31, 
1998 was 5,100 employees (1,893 at December 31, 1997). The total 
number of ESIP shares purchased on behalf of employees, including 
the Company's contributions, was 122,061 in 1998 and 19,203 
in 1997. 


B. Stock options 
The Company has stock option plans for eligible managers to acquire 
common shares of the Company upon vesting at a price equal to the 
market value of the common shares at the date of granting. The options 
are exercisable during a period not to exceed 10 years. The right to exer- 
cise options generally accrues over a period of four years of continuous 
employment. Options are not generally exercisable during the first 12 
months after the date of grant. At December 31, 1998, a total of 5.9 mil- 
lion common shares remained authorized for issuance under these plans. 

Options issued by the Company include conventional options, which 
vest over a period of time, and performance options, which vest upon 
the attainment of Company targets relating to the operating ratio and 
unlevered return on investment. The total conventional and performance 
options outstanding at December 31, 1998 were 2.5 million and 1.0 mil- 
lion, respectively. 

Changes in the Company's stock options are as follows: 


Number 
of options 


Weighted-average 
exercise price 


In millions 


Outstanding at December 31, 1995 ...............00e00e 1.0 $27.00 
Granted... seme micah aaa bea ah eee Achar wad caine 0.6 $37.20 
CANCEL Tatts Sats esa ei beet te aeeeh eet ra ee eta (0.1) $29.32 
Outstanding at December 31, 1996 ..............00ceeeee 15 $31.14 
Grantedh rected ty tiecuauoaten aries outers tntelans 0.6 $56.59 
Canceled! sh marine ce adeamccasuneeile aces eiclat etcnen ane (0.2) $29.50 
EXCEGISOC pce ttt Racal it seta cdeoa sal sana a terete (0.1) $31.06 
Outstanding at December 31, 1997 ............00ce0s eee 1.8 $38.87 
Conversionof IG optionssss-0% gaceaan teeta ea gedamteae: 15 U.S.$45.14 
Granted (di cunncseananexcateed nyse aunt oem aaeionuas 0.6 $74.70 
Gancebed ic: natn cite cone acct ane serena hacer ina (0.2) $40.44 
Exercised!) no asktrcene een on aaa ceca eee cun shorten’ (0.2) $38.84 
Outstanding at December 31, 1998")... .....cccceceeeees 3.5 $58.22 


(1) Includes the IC converted stock options translated to Canadian dollars using 
the foreign exchange rate in effect at the balance sheet date. 
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Stock options outstanding as at December 31, 1998 were as follows: 


Options outstanding 


Options exercisable 


Weighted- Weighted- Weighted- 
average average average 
Range of Number years to exercise Number exercise 
exercise prices of options expiration price of options price 

In millions In millions 
OptiansigrantediintOISsceesccs sees truss 2 oot atneee $27.00 0.5 4 $27.00 0.3 $27.00 
Options ranted: in: 199623... 3.qnrssesteveanaetens cdinnctas $37.04-$47.44 0.4 4 $37.27 0.1 $37.50 
Optonsigrantedsine1 99 Lr acms asa cossemosakis dates sone ee $49.70-$77.50 0.5 6 $56.78 = $58.81 
Optionsigranted in 1998 wrt semen ae. ceaescicme dnote ts $12.91-$93.70 2s 8 $71.02 1:5 $69.43 
Balance at December 31, 1998" .......2%erccceeecencesees 3.5 6 $58.22 1.9 $60.74 


(1) Includes the IC converted stock options translated to Canadian dollars using the foreign exchange rate in effect at the balance sheet date. 


1 3 Pensions 


The Company has retirement benefit plans under which substantially all 
employees are entitled to benefits at retirement age, generally based on 
compensation and length of service and/or contributions. The table that 
follows pertains to all such plans. However, the following descriptions 
relate solely to the Company's main pension plan, the CN Pension Plan. 
The Company's other pension plans are not significant. 


Description of plan 

The CN Pension Plan (the Pension Plan) is a contributory defined benefit 
pension plan that covers substantially all CN employees. It provides for 
pensions based mainly on years of service and final average pensionable 
earnings and is generally applicable from the first day of employment. 
Indexation of pensions is provided after retirement through a gain (loss) 
sharing mechanism, subject to guaranteed minimum increases. An inde- 
pendent trust company is the Trustee of the Canadian National Railways 
Pension Trust Funds (CN Pension Trust Funds). As Trustee, the trust com- 
pany performs certain duties which include holding legal title to the 
assets of the CN Pension Trust Funds and ensuring that the Company, 

as Administrator, complies with the provisions of the Pension Plan and 
the related legislation. 


Funding policy 

Employee contributions to the Pension Plan are determined by the plan 
rules. Company contributions are in accordance with the requirements 
of Government of Canada legislation, The Pension Benefits Standards 
Act, 1985, and are determined by actuarial valuations conducted at 
least on a triennial basis. These valuations are made in accordance with 
legislative requirements and with the recommendations of the Canadian 
Institute of Actuaries for the valuation of pension plans. 


Description of fund assets 

The assets of the CN Pension Plan are separately accounted for in the 
CN Pension Trust Funds. These assets consist of cash and short-term 
investments, bonds, mortgages, Canadian and foreign equities, real 
estate, and oil and gas assets. 
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The actuarial valuations as at December 31, 1997 indicated a consol- 
idated actuarial liability of $8,736 million and a consolidated actuarial 
asset value of $8,668 million. It is estimated that those amounts approxi- 
mate $8,990 million and $9,070 million, respectively, as at December 31, 
1998. Subsequent actuarial valuations will determine the actuarial values 
at that date. 


In millions Year ended December 31, 1998 1997 1996 
PANSIONLEXPENSGie uc lems cciteath ye cad aramnn cnet alah ws $57 $50 $48 
PENSION CONTIOUTIONS Hc teaiancesuct aaa ism dees an ace $77 $68 $81 


During 1998, the Company recorded a special charge for workforce 
reductions of $590 million which includes $36 million related to the 
curtailment of the Pension Plan. The curtailment increased the projected 
benefit obligation by $23 million and reduced the unrecognized transi- 
tion obligation and unrecognized prior service cost by $5 million and 
$8 million, respectively. 


14 Special charges 


A. Workforce reductions 

The Company recorded a charge to operations of $590 million in 1998 
and $365 million in 1996 for workforce reduction plans aimed at reduc- 
ing future operating costs and increasing productivity. The 1998-charge 
of $590 million includes severance and other payments to be made 

for approximately 3,000 reductions (1,400 occurred in 1998 with the 
remainder planned to be completed before the end of 1999). Labor 
productivity and operating efficiency initiatives span the entire organiza- 
tion with reductions in the administration, transportation, engineering 
and equipment functions. The majority of payments related to workforce 
reductions are expected to occur throughout the next six years. 


B. Debt reduction costs 
The charge to operations of the costs to redeem, repurchase or defease 
debt in 1996 amounted to $16 million. 
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1 5 Interest expense 


In millions Year ended December 31, 1998 1997 1996 
Interest on long-term debt............0:cccseeeeeeeeees $259 $122 $110 
Interest on short-term borrowingS .......-..cereeeneees 2 2 7 
InterastiinGOme: scateaetacheiecs ep sachhocattetee ace cea (17) (6) (3) 
Total continuing operations ...........c.cseeneeeneennes $244 $118 $114 
Cash interest payments for continuing operations ...... $194 $110 $119 
1 6 Other income 
In millions Year ended December 31, 1998 1997 1996 
Gain on disposal of properties.............0ccsseeee ens $ 51 $ 37 $ 26 
INVESERTSA EIN CONIG ix ciodetsostolose noes eco tvttajcistorsrets vahaazreseye ws 12 9 10 
Netsrantalslosss a teiae ccm sectcesscmnchanoatrti nae tena (20) (8) (7) 
Income (loss) from Canac INC. ........ceceeeeeeseeeseees 5 (2) (1) 
Gain on sale of interest in joint venture ................ = 21 = 
Oeste see ears Satara Pee Re opr tr A CO (13) (4) (4) 
$ 35 $ 53 $ 24 


1 7 Income taxes 


The Company's income tax (expense) recovery from continuing operations 
is as follows: 


In millions Year ended December 31, 1998 1997 1996 
Combined basic Canadian federal 
and provincial tax rate 
(combined basic. taxcrate)icccsa ander tescneeee cee 44.4% 44.4% 44.4% 
Income tax expense from continuing 
operations based on the combined 
basic'tawraters ate unt ote eatin ee eae $(51) $(331) $ (63) 
Income tax (expense) recovery 
resulting from: 
Federal large corporations tax 
and: other cashtaxesiasaic sonacencsamuee tetas (18) (10) (11) 
Equity in: Garnings-of |Giace menor re asm: 38 = 
Gain on disposal of properties ..............0.ee0e 8 4 
Other sa; chee steer cccan eu tecien cane mn renee 17 12 (5) 
Recognition of income tax benefits 
related to prior years ..............eeeeseeenees - - 768 
Income tax (expense) recovery 
from continuing Operations ...........0s0eee eens $ (6) $(325) $ 694 
Income tax’ (expense) recovery 
from continuing operations 
is represented by: 
Curreantys.2258, aera a ee ean ees $(19) $ (10) $ (11) 
Defertadie 2 enh oa cota Seats tee Re lariat 13 (315) 705 
$ (6) $(325) $ 694 
Income tax recovery (expense) 
related to discontinued 
OHERAONS see cbeaowace reeds mead. tat: $ - $212 $\> (3) 
Cash payments for income taxes ...........0ceee een $ 18 $ 10 $ 11 
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Significant components of deferred income tax assets and liabilities 


are as follows: 


In millions December 31, 1998 1997 
Deferred income tax assets 
Lossicarryforwards wiysesies. $7 Ge I, oe tort ae cree ne tte cee $ 222 $165 
Workforce reduction provisions ............csesceenseeenneeeeneeeees 352 178 
Accruals:and other reserves... ris. a0cnsctandacceatrenmecangemien 79 42 
Post-retirement'benelitss2..- seen. cea co ekat hence een oatnen 56 45 
709 430 
Deferred income tax liabilities 
Properties: 3, cis: Gmsanmtavcinen acc emer bceeeiaun en iitee Onecare 296 2 
296 7s) 
Total net deferred income tax asset ...........0cccceeeeeeeeeeeunees 413 405 
Net current deferred income tax asset ..........0cceseeeeeneeeneees 133 241 
Net long-term deferred income tax aSS€t ..........0.ceceeneeneeens $ 280 $164 


1 8 Discontinued operations 


Consistent with the Company's plan to focus resources on operating 


a transportation network, in late 1997, the Company adopted a formal 


plan to exit its telecommunication business operated by a subsidiary. 
In late 1996, the Company sold all the shares of CN France S.A., 
a wholly-owned subsidiary, to Scribe Gestion S.A. The net proceeds 


retained by the Company resulted in a gain of $14 million. 


A. Income (loss) from discontinued operations 
Amounts included in the Consolidated Statement of Income are 
comprised as follows: 


In millions Year ended December 31, 1998 1997 1996 
Net income (loss): 

CN France: dtsnt snake ganas oan Ree ee peas cece $ - $ - $ 4 

Telecommunication business .............00sceeeeeees - (6) (4) 
Net loss from discontinued operations .............00645 ~ (6) - 
Provision for loss on disposal of 

telecommunication business 

activities, net of income tax 

FECOVERVFOE SOIMINION ccwraatoacrceuesacunt ce becnetnes - (12) ~ 
Gain on disposal of investment 

in CN France, net of applicable 

income taxes of $6 million ...............ccceeee ones - ~ 14 

- (12) 14 

Discontinued operations 

(net of applicable income taxeS) ..........0.0e0e0e0es $ - $(18) $ 14 
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B. Net liabilities of discontinued operations 
Amounts included in the Consolidated Balance Sheet are comprised 
as follows: 


1997 


In millions - December 31, 1998 
GUFeNaSSCis trance Memitn ken cnchscss cakes Sgucee destin ataccirec sacs $10 $18 
DEFaredinCOMmetaxes: aa). men eect steve Pens innate Sosa laste 6 6 
TO TAIASS CIS tener ne note Menor ae ioe arcane ME iaat ia saath NOR OTE hats 16 24 
GUITen BAD IIteSiet cies atiee ke crusnas actos iersctstatlaremtastoiomtadan co. ns hase 19 28 
Other liabilities and deferred credits...............cccceceeecseeeeeees 1 - 
OAR ADU ES rca ntti hi teen nr react Nee ecarat Gate attra amined anche cb 20 28 
IE TAD INOS ROME acon Were ¥ choc statncne TOMO oe sek vara tis Shae ee $4 $4 
C. Net (decrease) increase in cash 
Amounts included in the Consolidated Statement of Cash Flows are 
comprised as follows: 
In millions Year ended December 31, 1998 1997 1996 
Operating acuVvities. caus. wreyees yen sernnctonalinn st boise. $ - $(20) © $(6) 
PNVESTING) ACEIVITIGS goers ck eden tinea uo-de<ccuiins ea: = - 17 
FinanclnGractiVitieS ., axesatuonsanne. Sates satis to dean sitet - - (1) 
Cash (used by) provided from 

discontinued operations. .........600.c00ecceveseceees $ - $(20) $ 10 


1 9 Segmented information 


A. Geographic areas 
The majority of the Company's operations and assets are within Canada 
with the exception of U.S. rail operations. 


B. International traffic 

In addition to the revenue generated by U.S. rail operations, the 
Company derives revenue from Canadian rail operations originating or 
terminating on railroads in the United States. These revenues amounted 
to approximately $978 million in 1998, $997 million in 1997 and 

$905 million in 1996. 


C. Investment in Illinois Central Corporation 

In February 1998, the Company and IC entered into a merger agreement 
pursuant to which all IC common shares acquired by the Company were 
placed in a voting trust pending STB approval of the Company's acquisi- 
tion of control of IC. Until STB approval, the Company will account for its 
investment in IC using the equity method. Upon receipt of STB approval, 
all additional information pertaining to IC will be included in the 
Company's U.S. rail segment. 
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D. Information on geographic areas 


In millions Year ended December 31, 1998 1997 1996 
Revenues: 

Canadiantralliaacneren. ctr seas, ates $ 3,539 $ 3,772 $ 3,421 

UEStiraileinece sae nda. een ch, eee ace 605 580 574 

$ 4,144 $ 4,352 $ 3,995 


Operating income: 


Ganadianitallteceincs!. ert eteee ore heen $ 222 $ 730 $ 205 
WESAVanL ees. cuteaanee ch tea dicen Sar Neen 25 77 24 
Sa 247 $ 807 $ 229 


Income (loss) from continuing operations: 


Canadianirallieicctrtassenite cue tee eetee oe S38 Ss 37S aise) S67. 
RUS Tall Wes Pras.c (oe. oe Ab tMincn notecaastin cmos (115) 48 (31) 
Equity in earnings of IC..............cc cece ees 86 - - 

$ 109 $ 421 $ 836 


Depreciation and amortization: 
Ganadianilalll I) scent heaaccacak sea naneeecteren $ 203 $ 192 $ 186 
US irallivaiea etn ean ania ameNehaaads 10 10 10 


$ 213 $ 202 $ 196 


Capital expenditures: (ii) 


Canddianiralll (i)ies se: necce ck nkeieeisone tok oe $ 545 $ 529 $ 464 

WES UGTLDR A heb oescennaneeacoce: acerca ccietneriaes td 70 48 32 

$ 615 $ 577 $ 496 

In millions December 31, 1998 1997 
Identifiable assets: 

Ganadianiratlatane. seve tote eaters cana aaierng $ 6,703 $ 6,606 

US skal Ba nencd cbt catenin cee meee tema Ml pao ate cine Adaline 343 445 

INVESTING MLA IE yes dentate horecastSarn ao sosteiatoninid varies tle otosslnacte 3,802 - 

10,848 7,051 

DISCORTINUOU ODELATONS mex scx imesh cine «Jase ae Nina oaie ante alapeieciate 16 24 

$10,864 $ 7,075 


(i) Includes $3 million (1997: $2 million, 1996: $2 million) depreciation and 
amortization of properties related to net rental income and Canac Inc. 


(ii) Represents additions to properties. 


(iii) Includes $17 million (1997: $5 million, 1996: $1 million) additions of 
properties related to net rental income and Canac Inc. This amount also 
includes non-cash capital expenditures financed with capital leases and 
capitalized depreciation. 
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20 Earnings per share 


Year ended December 31, 1998 1997 1996 
Basic earnings per share (excluding special charges) 
Income from continuing operations .................055 $4.96 $4.95 $12.39 
NetincOMe cuke.s ccctac cme tar Moxos cie anes mesaesne $4.96 $4.74 $12.56 
Weighted-average number of 
common shares outstanding (millions).............. 91.5 85.1 84.9 


In 1997, the Company retroactively adopted the CICA recommenda- 
tions on income taxes. As a result, the 1996 earnings per share figures 
have been restated to include the effects of these recommendations. 


21 Major commitments and contingencies 


A. Leases 

The Company's commitments as at December 31, 1998 under operating 
and capital leases totaling $1,394 million and $1,143 million, respectively, 
with annual net minimum payments in each of the five following fiscal 
years to 2004 and thereafter, are as follows: 


Year In millions Operating Capital 
UCL RABER tc REC Aenea ae cee ee pen tnd ee rinen atts $ 231 $ 106 
L000 eenctectocteet inne voncets as semeer us Toma Onn 204 85 
QO ONG (Tare ets erts cra ame gens ats din acest oie wage Mapelsistepicets Rremtee ee 209 91 
QOODN Jaivjeie relates vides aad wiebte team ee Sima ee Ueeeeree 202 35 
2003 sk viedc Si sens ness on TRPRES atte mpaelacrees anaes Mosel Ae 176 33 
2004 andithereatten’ Cs. cot siasames sietnnnecstnn cite vee nicea sialaleiaats 372 793 
$1,394 1,143 

Less: imputed interest on capital 

leases at rates ranging from 

approximately 424%: to A ASou mocek.5..0, str Wpruceoukys Seotmemacleeanaentoseaee 530 
Present value of minimum lease payments 

at current‘rate:inchided: inidebt: -. sanvcaca. sitivacunactinnean opuatisaste sane nemrere $ 613 


B. Other commitments 

As at December 31, 1998, the Company had commitments to acquire 
locomotives and freight cars at an aggregate cost of $149 million, rail 

at a cost of $43 million, railroad ties at a cost of $44 million, automotive 
equipment at a cost of $15 million and intermodal equipment at a cost 
of $2 million. Further, as at December 31, 1998, the Company had entered 
into car repair commitments totaling $26 million for the years 1999 to 
2002 and into agreements with fuel suppliers to purchase approximately 
57% of its anticipated 1999 volume at market prices prevailing on the 
date of the purchase. 
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C. Contingencies 

In the normal course of its operations, the Company becomes involved in 
various legal actions, including claims relating to injuries and damage to 
property. The Company maintains provisions for such items which it con- 
siders to be adequate. While the final outcome with respect to actions 
outstanding or pending as at December 31, 1998 cannot be predicted 
with certainty, it is the opinion of management that their resolution will 
not have a material adverse effect on the Company's financial position. 


D. Environmental matters 

The Company's operations are subject to federal, provincial, state, 
municipal and local regulations under environmental laws and regula- 
tions concerning, among other things, emissions into the air, discharges 
into waters, the generation, handling, storage, transportation, treatment 
and disposal of waste, hazardous substances, and other materials, 
decommissioning of underground and aboveground storage tanks, and 
soil and groundwater contamination. A risk of environmental liability is 
inherent in the railroad and related transportation operations, real estate 
ownership, operation or control, and other commercial activities of the 
Company with respect to both current and past operations. As a result, 
the Company incurs significant compliance and capital costs, on an 
Ongoing basis, associated with environmental regulatory compliance and 
clean-up requirements in its railroad operations and relating to its past 
and present ownership, operation or control of real property. 

While the Company believes that it has identified the costs likely to 
be incurred in the next several years, based on known information, for 
environmental matters, the Company’s ongoing efforts to identify poten- 
tial environmental concerns that may be associated with its properties 
may lead to future environmental investigations, which may result in the 
identification of additional environmental costs and liabilities. The mag- 
nitude of such additional liabilities and the costs of complying with envi- 
ronmental laws and containing or remediating contamination cannot 
be reasonably estimated due to: 


(i) the lack of specific technical information available with respect to 
many sites; 


(ii) the absence of any government authority, third-party orders, or 
claims with respect to particular sites; 


Canadian GAAP 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


(iii) the potential for new or changed laws and regulations and for 
development of new remediation technologies and uncertainty 
regarding the timing of the work with respect to particular sites; 


(iv) the ability to recover costs from any third parties with respect to 
particular sites; and 


therefore, the likelihood of any such costs being incurred or whether 
such costs would be material to the Company cannot be determined at 
this time. Therefore, there can be no assurance that material liabilities or 
costs related to environmental matters will not be incurred in the future 
or that the Company’s liquidity will not be adversely impacted by such 
environmental liabilities or costs. Although the effect on operating results 
and liquidity cannot be reasonably estimated, management believes, 
based on current information, that environmental matters will not have 
a material adverse effect on the Company's financial condition or com- 
petitive position. Costs related to any future remediation will be accrued 
in the year in which they become known. 

As at December 31, 1998, the Company had aggregate accruals for 
environmental costs of $65 million ($76 million as at December 31 1997). 
During the year, $11 million was charged to the provision for environ- 
mental costs compared to $11 million in 1997 and $11 million in 1996. 
In addition, related environmental capital expenditures were $13 million 
in 1998, $13 million in 1997 and $13 million in 1996. The Company also 
expects to incur capital expenditures relating to environmental matters 
of approximately $15 million in 1999, $7 million in 2000 and $6 million 
in 2001. The Company has not included any reduction in costs for anti- 
cipated recovery from insurance. 


E. Uncertainty due to Year 2000 issue 

The Year 2000 issue arises because many computerized systems use two 
digits rather than four to identify a year. Date-sensitive systems may 
recognize the Year 2000 as 1900 or some other date, resulting in errors 
when information using Year 2000 dates is processed. In addition, similar 
problems may arise in some systems which use certain dates in 1999 to 
represent something other than a date. The effects of the Year 2000 issue 
may be experienced before, on, or after January 1, 2000, and, if not 
addressed, the impact on operations and financial reporting may range 
from minor errors to significant systems failure which could affect the 
Company's ability to conduct normal business operations. There can 

be no assurance that all aspects of the Year 2000 issue affecting the 
Company, including those related to the efforts of customers, suppliers 
or other third parties, will be fully resolved. 


Canadian GAAP 


22 Financial instruments 


A. Risk management 

The Company has limited involvement with derivative financial instru- 
ments in the management of its fuel, interest rate and foreign currency 
exposures, and does not use them for trading purposes. 


(i) Credit risk 

The Company is exposed to credit risk in the event of non-performance 
by counterparties to its derivative financial instruments but does not 
expect such non-performance as counterparties are of high credit quality. 
Collateral or other security to support financial instruments subject to 
credit risk is usually not obtained. However, the credit standing of coun- 
terparties is regularly monitored. The total risk associated with the 
Company's counterparties was immaterial at December 31, 1998. The 
Company believes there are no significant concentrations of credit risk. 


(ii) Interest rates 

In anticipation of the issuance of the U.S.$925 million of long-term debt 
with respect to the IC acquisition (see Note 3), the Company hedged a 
portion of its exposure to interest rate risk by means of forward contracts 
and options. The hedging cost amounting to U.S.$13 million (Cdn$19 mil- 
lion) is being amortized over the term of the respective debt issues. 


(iii) Foreign currency 

Although the Company conducts a majority of its business and receives 
revenues primarily in Canadian dollars, a significant portion of its busi- 
ness is conducted and revenues are denominated in U.S. dollars. Thus, 
the Company's results are affected by fluctuations in the exchange rate 
between these currencies. Changes in the exchange rate between the 
Canadian dollar and other currencies (including the U.S. dollar) make the 
goods transported by the Company more or less competitive in the world 
marketplace and thereby affect the Company's revenues. 

The Company has entered into a forward exchange contract (cur- 
rency swap) with respect to its 15-year Swiss franc bonds. This forward 
exchange contract acts as a hedge to effectively fix the amount of Cana- 
dian dollars required over the term of the debt to make all necessary 
payments in the foreign currency of issue. The Company has not incurred 
any significant net gains or losses in respect of this transaction. Losses 
due to non-performance by the counterparty to its foreign currency swap 
are not anticipated. 

Effective April 1, 1998, the Company designated U.S.$1.8 billion of 
its U.S. dollar denominated long-term debt as a foreign exchange hedge 
of its net investment in IC. Effective June 4, 1998, and corresponding 
with the completion of the second step of the IC acquisition, the Company 
increased that designated amount to include all of its U.S. dollar denomi- 
nated debt. The result is that unrealized foreign exchange gains and 
losses, from the date of designation, on the translation of the Company's 
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22 Financial instruments (continued) 


U.S. dollar denominated debt are included in Currency translation, 
along with the unrealized foreign exchange gains and losses on the 
translation of the Company's net investment in IC, which forms part 
of Shareholders’ equity. 


(iv) Fuel 

The Company has a hedging program in place to mitigate the effects 

of fuel price changes on its operating margins and overall profitability. 
The Company has entered into various swaps and collar agreements to 
mitigate the risk of fuel price volatility. Tae Company also monitors its 
hedging positions and the credit ratings of its counterparties and does not 
anticipate losses due to counterparty non-performance. At December 31, 
1998, the Company has hedged approximately 30% of the estimated 
1999 fuel consumption. Unrecognized losses from the Company's fuel 
hedging activities amounted to $8 million at December 31, 1998. 


B. Fair value of financial instruments 

Generally accepted accounting principles define the fair value of a 
financial instrument as the amount at which the instrument could be 
exchanged in a current transaction between willing parties. The Company 
uses the following methods and assumptions to estimate the fair value 
of each class of financial instruments for which the carrying amounts are 
included in the Consolidated Balance Sheet under the following indi- 
cated captions: 


(i) Cash and cash equivalents, Accounts receivable, Accounts payable 
and accrued charges, and Other current liabilities: 

The carrying amounts approximate fair value because of the short matu- 
rity of these instruments. 


(ii) Other assets and deferred charges: 
Investments: The Company has various debt and equity investments for 
which the carrying value approximates the fair value. 


(iii) Long-term debt: 
The fair value of the Company’s long-term debt is estimated based on 
the quoted market prices for the same or similar debt instruments. 


The following table presents the carrying amounts and estimated 
fair values of the Company's financial instruments as at December 31, 
1998 and 1997 for which the carrying values are not disclosed on the 
Consolidated Balance Sheet or for which the carrying amounts are 
different from the fair values: 


In millions December 31, 1998 December 31, 1997 


Carrying Fair Carrying Fair 
amount value amount value 
Financial assets 
INVESENENTS! conan naman Hy tinaet. $0 51 $51 heey | $ 51 
Financial liabilities 
Fong-termidebt . ais.cc. teased sc $4,009 $4,108 $1,640 $1,694 
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23 Reconciliation of Canadian and United States generally 
accepted accounting principles 


The consolidated financial statements of Canadian National Railway 
Company are expressed in Canadian dollars and are prepared in 
accordance with Canadian generally accepted accounting principles 
(Canadian GAAP), which conform, in all material respects, with those 
generally accepted in the United States, except as described below: 


A. Reconciliation of net income 
The application of U.S. GAAP would have the following effects on the 
net income as reported: 


In millions Year ended December 31, 1998 1997 1996 
Income from continuing operations — 
Canadian GAAR se cete gence eereecaes haere es $109 $ 421 $836 
Adjustments in respect of: 
Property capitalization, 
net.of depreciation, vii.scnamaraaccnae teen e ae 181 139 - 
Equity’ in! earningsiof:|@ 2k cee: vee menp ew indace me oaetee 19 _ - 
Foreign exchanges ick. ik aiteittions satiete kc ak cauk abel (15) (43) 6 


Pension and post-retirement 
Henefit COStS=o5 ts aun cnis cate nase aetna eee 11 9 4 


Compensation expense related 
to stock-based compensation .............00eceeee 


Loss on extinguishment 
of'longztenmidebts. sa: ctencwscaatsans dogo eens - 


INCOMe fax EXPENSE sian sacesash's Heme sawaiee act einwle s 


Income from continuing operations — 
USSGAAP: Seg AU atte: a Ade toon ne tcle arela anes ches 


Discontinued operations. 52.55 ere vcise seam Susie nel = 


Extraordinary item—loss on 
extinguishment of long-term debt ...............000 - - 


Cumulative effect of change 
in-accounting/ policysnAiewen Searuee aac saesasbicnete 42 589 _ 


Netsincome:=UsS: (GAAP ashe Deceeseep ebxk eotme sce seeks $1,040 $846 


(i) Property capitalization 

Under Canadian GAAP, the Company capitalizes only the material com- 
ponent of track replacement costs, whereas effective January 1, 1997, 
under U.S. GAAP the labor, material and related overheads are capital- 
ized. U.S. GAAP requires that the cumulative capitalization adjustment, 
including special charges (net of applicable income taxes), be reflected 
in net income in the year in which the policy is adopted ($589 million). 


(ii) Equity in earnings of Illinois Central Corporation 

Under Canadian GAAP, the Company capitalizes the material component 
of track replacement costs, whereas IC, under U.S. GAAP, capitalizes the 
labor, material and related overheads. 
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(iii) Foreign exchange , 

U.S. GAAP requires immediate recognition in income of unrealized foreign 
currency exchange gains and losses on long-term monetary items with 

a fixed or ascertainable life, whereas Canadian accounting principles 
require that these unrealized gains and losses be deferred and amortized. 
In addition, under U.S. GAAP, future revenue streams from operations do 
not qualify as a hedge of long-term debt denominated in U.S. dollars. 


(iv) Change in accounting policy — Pensions and post-retirement 
benefits other than pensions 

Canadian GAAP requires that the discount rate used should represent 
management's best estimate of the long-term rate of return on the pen- 
sion fund assets. Under U.S. GAAP, the discount rate to be used should 
reflect the rate at which the pension benefits and post-retirement benefit 
costs can be effectively settled at the date of the financial statements. 
The difference in discount rates impacts annual pension expense and 
post-retirement benefit costs. 

In addition, effective January 1, 1998, the Company changed its 
accounting policy for pension costs and adopted the corridor approach 
to account for experience gains and losses, as described in Statement 
of Financial Accounting Standards (FAS) 87, “Employers’ Accounting for 
Pensions,” and FAS 106, “Employers’ Accounting for Post-retirement 
Benefits Other than Pensions,” thereby conforming the Company's 
accounting practices with industry practices. Accordingly, experience 
gains and losses within the specified corridor were not amortized in 
1998. U.S. GAAP requires that the cumulative effect of change in 
accounting policy (net of applicable income taxes) be reflected in net 
income in the year in which the policy is adopted ($42 million). 


(v) Stock-based compensation 

U.S. GAAP requires the measurement and recognition of compensation 
expense related to certain stock-based compensation. The Company 
has accounted for stock-based compensation for U.S. GAAP purposes 

in accordance with APB 25, “Accounting for Stock Issued to Employees.” 
The difference between compensation expense measured in accordance 
with APB 25 and the amount which would have been recognized under 
FAS 123, “Accounting for Stock-based Compensation,” is not material. 
There are no similar requirements under Canadian GAAP. 


(vi) Loss on extinguishment of long-term debt 

Under U.S. GAAP, the loss on extinguishment of long-term debt, which 
is included in special charges for Canadian GAAP purposes, would have 
been treated as an extraordinary item. 
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(vii) Income taxes 

In the fourth quarter of 1997, the Company adopted the accounting 
recommendations for Canadian GAAP related to the accounting for 
income taxes which require retroactive application and restatement of 
comparative figures. The effect of the adoption of the accounting recom- 
mendations and restatement of financial statements was an increase in 
1996 net income of $708 million. These recommendations are consistent, 
in all material respects, with U.S. GAAP. Under U.S. GAAP, the Company 
had previously reversed its valuation allowance amounting to $708 mil- 
lion in 1996. 


B. Earnings per share 

In 1997, the Company retroactively adopted FAS 128, “Earnings per 
Share,” for computing and presenting earnings per share. As a result, 
the 1996 earnings per share figures have been restated to conform 
with FAS 128. 


(i) Basic earnings per share 


Year ended December 31, 1998 1997 1996 
Income from continuing operations — 

US GAA Riss Soe. aaa shina «cis sian rameter teteurle site $2.45 $ 5.51 $ 9.99 
Discontinued operations ..............0cceeeseeeeeeeees - (0.21) 0.16 
Extraordinary item—loss on 

extinguishment of long-term debt .................. - - (0.19) 
Cumulative effect of change 

INFACCOUNTING POlleyies: Ges cernctucaectensds ewe ee: 0.46 6.92 - 
Net income = U!/SGAAP sites etek cots, ae dena aos $2.91 $12.22 $ 9.96 
Weighted-average number of 

common shares outstanding 

(millions) =USSGAAP So. cncatae tanctwate a pecans 91.5 85.1 84.9 


(ii) Diluted earnings per share 

U.S. GAAP requires the use of the treasury stock method for common 
stock equivalents to compute the weighted-average number of common 
shares outstanding for the period. The use of the treasury stock method 
for the matched shares and stock options issued from 1996 to 1998 has 
been considered in the earnings per share figures for those years as 
computed under U.S. GAAP. 


Year ended December 31, 1998 1997 1996 

Income from continuing 

OperationS—U:SiGAAP \.s.5..vmddah stank onieturataeoare $2.42 $ 5.44 $ 9.88 
Discontinued operations ..............0cee cece cena ee ens a (0.21) 0.16 
Extraordinary item—loss on 

extinguishment of long-term debt .................. - - (0.19) 
Cumulative effect of change 

Nea CEOUNENGS DONG tease pha sae oh ore peewee nara 0.46 6.83 = 
Net /inGome=U.SAGAAP. sscs. 56 dno chow Soe Use aw eid $2.88 $12.06 $ 9.85 
Weighted-average number of 

common shares outstanding 

(aiillions) “US. GAAP oie. cccrecdeast eas sic ritsons 92.4 86.2 85.9 
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23 Reconciliation of Canadian and United States generally 
accepted accounting principles (continued) 


(iii) Pro-forma earnings per share 

The following earnings per share figures assume that the changes in 
accounting policies for track replacement costs and pensions and post- 
retirement benefits other than pensions were applied retroactively. 


Year ended December 31, 1998 1997 1996 
Basic earnings per share 
Income from continuing 
operations—U:S. GAAP. .....tx.chcu.. aecatnere ace meces $2.45 $ 5.58 $ 4.43 
Net income —U!S: GAAP ‘sitar avsmen tint aamalee seh $2.45 $ 5.37 $ 4.40 
Diluted earnings per share 
Income from continuing 
operations= WIS: GAAP. sixc ast seea cen emsttee acer $2.42 $ 5.51 $ 4.38 
Net income=U:SGAAP: conse cw asec nscanacaseeraseae $2.42 $ 5.30 $ 4.35 


(iv) Earnings per share (excluding special charges) 
Earnings per share excluding special charges as disclosed in Note 20 
would not be presented under U.S. GAAP. 


C. Reconciliation of significant balance sheet items 


(i) Employee share purchase loans 

Amounts receivable under employee share purchase loans are included 
in Other current assets and Other assets and deferred charges for 
Canadian GAAP purposes. For U.S. GAAP purposes, these amounts would 
be classified as a reduction of Shareholders’ equity. 


(ii) Joint ventures 

Interests in joint ventures are recognized using the proportionate consol- 
idation method for Canadian GAAP. Under U.S. GAAP, joint ventures are 
accounted for using the equity method. 


(iii) Shareholders’ equity 

As permitted under Canadian GAAP, the Company eliminated its accumu- 
lated deficit of $811 million as of June 30, 1995 through a reduction of 
the capital stock in the amount of $1,300 million, and created a con- 
tributed surplus of $489 million. Such a reorganization within Shareholders’ 
equity is not permitted under U.S. GAAP. 

Under Canadian GAAP, the dividend in kind declared in 1995 (with 
respect to land transfers) and other capital transactions were deducted 
from Contributed surplus. For U.S. GAAP purposes, these amounts would 
have been deducted from Retained earnings. 

Under Canadian GAAP, costs related to the sale of shares have been 
deducted from Contributed surplus. For U.S. GAAP purposes, these 
amounts would have been deducted from Capital stock. 
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For Canadian and U.S. GAAP purposes, the Company designated all 
of its U.S. dollar denominated long-term debt as a foreign exchange 
hedge of its net investment in IC. Under Canadian GAAP, the resulting 
net unrealized foreign exchange gain, from the date of designation, has 
been included in Currency translation. For U.S. GAAP purposes, the 
resulting net unrealized foreign exchange gain as well as a minimum 
pension liability adjustment would have been included as part of Other 
comprehensive income in the Consolidated Statement of Comprehensive 
Income and Accumulated other comprehensive income, a separate com- 
ponent of Shareholders’ equity, as required under FAS 130, “Reporting 
Comprehensive Income.” 


(iv) The application of U.S. GAAP would have a significant effect on 
the following balance sheet items as reported: 


In millions December 31, 1998 1997 
Current assets— Canadian GAAP ........00ccceeeeeceneeeenneeennees $1,050 $1,549 
JOINE VentlbeS isaac rccceuoom caesees gamer oct sie citation PEE es (7) (15) 
Employee share purchase loans receivable .................e000 (3) (1) 
Deferrediincome;taxes 7. tercchasacctsecocoteeesomen ee Rem ey (2) - 
Current assets=—U-S, “GAAP Sean. caictcinet ante si eic mater eeancelies hee $1,038 $1,533 
Propertiés= Canadian GAAP Sc. Meod 5. de «ded evoteonasaveeenek $5,442 $5,122 
Property capitalization, net of 
special charges and depreciation .............0eceeeeeeeeees 1,380 1199 
JONREMOENTUTES easaricictensmmcemcn kat meee ene ei ee ete (34) (36) 
Others chisentamaencise wennamoucinncersecalhants emer er eip ene no ere 15 18 
Properties US." GAAPS so i sian te ten alcidele tae acre Ongar aan RRR ESET $6,803 $6,303 
Deferred income tax asset— Canadian GAAP ........00.s0ceereeeees $ 280 $ 164 
Property capitalization— cumulative effect of 
changelincaccountingipolicyccsmanatccmecnet-teseotnaccee se (471) (471) 
Cumulative effect of prior years’ adjustment to income ......... (40) = 
Income taxes on current year U.S. GAAP adjustments ........... (68) (40) 
Deferred pension asset—cumulative effect of 
change: iIntaccauinting DOliGy aac anesetactec teem tate eniene (30) = 
Otherss creaceenpecnes se ccrarestite hast tateniaueeamea ne tos anced: 2 = 
Deferred income tax liability -—U.S. GAAP ....... 00. .ccc eve ene eeuees $ (327)  $ (347) 
Investment in Illinois Central Corporation— Canadian GAAP ........ $3,802 $ - 
Property capitalizationiesn smastear tan cteeatena anctentctemetcs 19 - 
Investment in Illinois Central Corporation—U.S. GAAP ...........+. $3,821 oie 
Other assets and deferred charges— Canadian GAAP ............... $ 290 $ 240 
Unrealized exchange loss on long-term debt .................005 (82) (68) 
Voint Ventures Sc sete, Nee Act oeunts ne ream ouanoacmee eae (4) (4) 
Deferred pension asset, including cumulative 
effect of change in accounting policy ...............c0eeee ees 86 - 
Employee share purchase loans receivable ...............0eeeeee - (5) 
Other assets and deferred charges—U.S. GAAP .........0.0e0e0000 $ 290 $ 163 
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In millions December 31, . 1998 1997 

Current liabilities— Canadian GAAP ....... 0. 010cceeenteeeeseeeneees $1,392 $1,205 
HOME VEGTUTOS ANU Othehorc crea. toecucacem cite ines (12) (27) 

CORENTNADHITIES—U:SHGAAP & cccur ren dae. eth sie sie veins c $1,380 $1,178 


Other liabilities and deferred credits — 
CANDUAINOAALS Nate Oe SC RER RS Cae IEA Eocene 


Stock-based compensation 
Joint ventures and other 


Long-term debt— Canadian GAAP 
Joint ventures and other 


HONG stemmed t Ui Si GAAP eee. arse) eis eeiacac em elslatson tela evar al 


D. Post-retirement benefits other than pensions 
The disclosures required by FAS 132, “Employers’ Disclosures about 
Pensions and Other Post-retirement Benefits,” are as follows: 


(i) Change in benefit obligation 


In millions Year ended December 31, 1998 1997 
Benefit obligation at beginning of year ...............0eceeeeeee ene $132 $126 
SEIVICENCOSEMemrater cc Rece tar enccoer ei tome dade eve neue cette 4 3 
INTGLESECOSH Mn tatoo amt chtaccm mee ec cig cles Aue ne outatenn alee 11 7 
Foreignicurrencyschangesite: aac. acco races wiectereaices astine venuca ss 2 = 
ActuanalilosSktiseetacsetece acs esuoeeontee eect orem oe eee 30 3 
BeHetits Dald sree meee eh a en con ccotaine stow bie uscieass tema (7) (7) 
Benefit obligation at end Of Year .........cccceccceecenseeeeveeseees $172 $132 


pe ee _ fii) Funded Status 


Gapitalistock— Canadian! GAAP. wcrsctarensns cade tas nance cence ce 
Capital reorganization 


Employee share purchase loans 
receivable 


Contributed surplus — Canadian GAAP 
Capital reorganization 


Dividend in kind with respect 
to land transfers 


Other transactions and related 
income tax effect 


Currency translation—Canadian GAAP .......0..00ceseccneeeneeenes 
Minimum pension liability adjustment 


Accumulated other comprehensive income — 
U.S. GAAP 


Retained earnings — Canadian GAAP .........scccececneeeneenneenes 
Capital reorganization 


Dividend in kind with respect 
to land transfers 


Other transactions and related 
income tax effect 


Current year adjustments to net income 


Cumulative effect of prior years’ 
adjustments to income 


Retained earnings—U.S. GAAP 


$1,172 $ 813 
40 29 
(7) (6) 

$1,205 $ 836 

$4,009 $1,640 
(14) (12) 

$3,995 $1,628 
$2,873 $2,016 

180 — 1,300 
(3) ) (6) 
(Bay (33) 
4 2 

$4,141 $3,279 

$ 199 $ 190 

§3957 (489) 

DE 248 

ae 33 


$ oh ae 
(1) y = 


See Os eeies the 


$1,221 $1,211 
ur (811) 
es (248) 
(ey (18) 
157 637 
59 (40) 

$ 898 = $731 
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In millions December 31, 1998 1997 
Unfunded benefit obligation at end of year.................02.0200e $172 $132 
Unrecognized net actuarial (loss) gain ............... ccc eee eee eee es (22) 9 
Unrecognized prior service COSt...........ccsceceeceneeeeseeseneens (5) (6) 
Accrued benefit cost for post-retirement 

benefits otherithall Pensions wecssnvnrcs ceces eek occten coeecne es: $145 $135, 
(iii) Components of net periodic benefit cost 
In millions Year ended December 31, 1998 1997 1996 
SQINICE COStBte aah momGann anon acstmraas ranntur et $ 4 $ 3 $3 
INtehesticostty ack Mrcm. aanslutenasetiteneenctusiatiiae cowie 11 7 6 
Amortization of prior service COSt.............ee0eeees 1 1 1 
Recognized net actuarial loss (gain) ...............645 1 (2) (8) 
Net periodic benefit COSt ..........0.ceccceeeeeeeeeees $17 $ 9 $2 
(iv) Weighted-average assumptions 

December 31, 1998 1997 1996 

DISCOUNE AtCacy trate steams ieee te sspceaiea tae esas 6.00% 7.44% 8.00% 
Rate of compensation increase ..............c0ee eee ee 4.25% 4.50% 5.25% 


The effect of a one-percentage-point increase or decrease in the 
assumed health care cost trend would be to increase or decrease the 
1998 post-retirement benefit obligation by approximately $4 million. 
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23 Reconciliation of Canadian and United States generally 
accepted accounting principles (continued) 


E. Pension costs and obligation 
The disclosures required by FAS 132 are as follows: 


(i) Change in benefit obligation 


In millions Year ended December 31, 1998 1997 
Benefit obligation at beginning of year.................00. $ 9,151 $8,428 
Amendment). x.csntastocan iar errata tte tantmanaramanantts 212 = 
SEIVICCICOSE: Serna snras im egsrers ele ts cinreiste w nies eer ee ywrarereiobsje ena 81 51 
Interest cOSt jac aah acticin oath air stbone nen ctrredon semen eaiis 629 614 
Plan participants’ contributions. ............:ccceeee eee e ee 76 77 
Foreignicurrencyichangess. ss cuca smsene nace anes cashes 7 2 
Effectiof curtallmenter.srcnrsas thts cok unaerias dace aetna e 23 = 
ACtHar ial WOSSS ens catia ts neal cateee deme canes 1,006 593 
Benefit payments and transfers.............cceceeeeeseees (645) (614) 
Benefit obligation at end Of year ...... 1c. eccceeeenee ene ees $10,540 $9,151 
(ii) Change in plan assets 
In millions Year ended December 31, 1998 1997 
Fair value of plan assets at beginning of year ............. $ 9,984 $9,279 
Actual return on plan assets...........sesesesceeeneeeenees 1,229 1,172 
Employer contribUtionSin....s0««sosccaasrehianysentenceene 77 68 
Plan participants’ contributions. ..............cecseeeeeeees 76 77 
Foreign: currency iCNANQeS....mmnaenovencaeenie ss enema rent 7 2 
Benefit payments and transfers..............cceeeeeeeeeees (645) (614) 
Fair value of plan assets at end Of Yeal............0eeenees $10,728 $9,984 
(iii) Funded status 
In millions December 31, 1998 1997 
Excess of fair value of plan assets over 

benefit obligation at end of year..............0ceeeeees $ 188 $ 833 
Unrecognized net actuarial gain...............eceeeeeee ees (372) (929) 
Unrecognized net transition obligation ..................6. 96 122 
Unrecognized prior service COSt...........sseeeeeeeeeneeees 193 9 
Net amotntirecognized 5s e."0 01)..teceecb ener tenensee aaa $ 105 $35 
(iv) Amount recognized in the Consolidated Balance Sheet 
In millions December 31, 1998 1997 
Prepaid benefit cOSt, ovasettennae Seas sacaseeakeee ae eas Scent 2 $ 42 
Accrued benetit:costicvtn cme setae ae eevee aoe eee (7) (7) 
Additional minimum liability ................ccceeeeee eens (5) - 
Intangible@asset:.-.<..s <simacen atatono nc sigenenetanee eck tats 3 = 
Accumulated other comprehensive income ..............+. 2 = 
Net aMmOuntrecOognized! x irsn. vestas xcehan eines cer sigs $ 105 Ses 
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(v) Components of net periodic benefit cost 


In millions Year ended December 31, 1998 1997 1996 
SOIVice:COSEMitisicc core sen terp snes each nastiness $ 81 $ 51 $ 45 
Interest coStiaanicapty venient ent osnm rasan craton sania 629 613 611 
Expected return on plan assets ..........00:sceeeee eee (701) (657) (642) 
Amortization of net transition obligation ............. 21 20 20 
Amortization of prior service COSt............00se0eeee 20 2 
Recognized net actuarial loss...............0ceeeeee ee - 12 9 
Net periodic benefit COSt ........0..0cccccceeeeeeenees $ 50 $ 41 $ 44 
(vi) Weighted-average assumptions 
December 31, 1998 1997 1996 

Discount rate ca whee Poe aa ee sees 6.00% 6.50% 7.50%, 
Rate of compensation increase ................eeee eee 4.25% 4.50% 4.50% 
Expected return on plan assets for 

year ending December 31 .............eseeeeeene es 9.00% 8.25% 8.40% 


As at December 31, 1998, one of the Company’s pension plans had 
an accumulated benefit obligation ($114 million) in excess of the fair 
value of the plan assets ($102 million) which gives rise to additional 
minimum pension liability. The projected benefit obligation was $119 mil- 
lion at December 31, 1998. 

Assuming the change in accounting policy for pension costs had 
been applied retroactively, the use of the corridor approach would have 
resulted in a net periodic cost of $29 million for 1997 and $36 million for 
1996. 

During 1998, the Company recorded a special charge for workforce 
reductions of $590 million which includes $36 million related to the cur- 
tailment of the Pension Plan. The curtailment increased the projected 
benefit obligation by $23 million and reduced the unrecognized transi- 
tion obligation and unrecognized prior service cost by $5 million and 
$8 million, respectively. 


24 Comparative figures 


Certain figures, previously reported for 1997 and 1996, have been 
reclassified to conform with the basis of presentation adopted in the 
current year. 
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THE CN PENSION PLAN AND THE CN 1935 PENSION PLAN 


General review 


Trustee 

Montreal Trust Company of Canada (Montreal Trust) is the Trustee of the 
Canadian National Railways Pension Trust Funds (CN Pension Trust Funds, 
or Funds). As Trustee, Montreal Trust performs certain duties which include 
holding legal title to the assets of the Funds and ensuring that the 
Canadian National Railway Company (CN), as Administrator, complies 
with the provisions of the CN Pension Plan, the CN 1935 Pension Plan 
and the Pension Benefits Standards Act, 1985 and its regulations. The 
checks and direct deposit statements in respect of these plans are issued 
in the name of Montreal Trust, Trustee of the CN Pension Trust Funds. 


Administration of the pension plans 

Overall accountability for pension and benefit administration is the 
responsibility of CN. William M. Mercer Limitée, an employee benefits 
consulting firm, performs agreed-on pension and benefit administration 
services on behalf of CN. 


Pension benefits 

A. 1998 union negotiations 

Some plan changes negotiated with the unions in 1998 were applied 
retroactively to January 1, 1998 and resulted in pension increases for many 
pensioners and survivors as well as improvements for active members. 

__ The pension formula was changed for active members on January 1, 
1998 from 1.3%/2.0% to 1.4%/2.0% and to 1.5%/2.0% for active 
members on January 1, 1999 for each year of pensionable service from 
January 1, 1966. 

Survivor benefits increased to 55% from 50% and apply to death 
before and after retirement. 

The waiting period for indexation benefits has been changed from 
age 63 and 5 years after retirement to age 60 and 5 years after retire- 
ment with indexation of 60% from 50% of inflation (maximum 6% infla- 
tion) if the Escalation Account exceeds 5% of the pensioners’ actuarial 
liabilities. In addition, the maximum amount subject to indexation has 
been increased from $1,625 of monthly basic pension to $2,000 of 
monthly basic pension from January 1, 1998 and increases by $250 of 
monthly basic pension every year during the current and next contract. 

A special adjustment of approximately $20 million has been allocated 
to adjust the pensions for pre-1990 retirees. The pension committee will 
decide on how the allocation will be made. 

Other changes relating to the improvements in indexation and sur- 
vivor benefits are discussed hereinafter. 


B. Indexation agreement 

As a result of the indexation agreement negotiated with the railroad 
unions in 1989 and improvements to such agreement negotiated in 1992 
and 1998, approximately 42,400 retirees and surviving spouses received 
permanent pension increases in 1998. These increases amounted to 
1.08% on the first $2,000 of the basic CN monthly pension, with a guar- 
anteed minimum monthly pension increase of $9.00 for eligible retirees 
and $4.50 for eligible surviving spouses. 


Under this indexation agreement, effective January 1, 1989, 50% of 
the experience gains or losses related to pensioners are accounted for 
separately in the Escalation Account. These net experience gains are used 
exclusively to pay for indexation of pensions above the minimum up to 
the maximum annual amount. The maximum annual indexation for eligible 
retirees and survivors is 60% of the increase in the Consumer Price Index 
(CPI) to a maximum increase in CPI of 6%, with an annual limit on the 
amount of pension which can be indexed. In 1998, the basic eligibility 
requirements to qualify for indexation were to have been retired for five 
complete calendar years and to have reached age 60. 


Improvement accounts 

Effective January 1, 1998, the unions and the Company agreed to share 
the experience gains (losses) resulting from investment earnings related 
to active unionized members of the CN Pension Plan based on the same 
concept as the indexation agreement. Annual calculations will determine 
the amounts to be credited (debited) to an account referred to as an 
Improvement Account, and the balance of such account, if positive, 
may be used to improve the benefits of unionized active members or 
reduce their contributions, as recommended by the pension committee. 
The Improvement Account concept has also been extended to non- 
unionized members. Separate accounts have been created for unionized 
and non-unionized members. 

As part of the agreement, CN has allocated starting balances of 
$45 million and $12 million to the unionized and non-unionized 
Improvement Accounts, respectively. 

The cost of the increased benefit formula to active members as 
of January 1, 1999 from the 1.4%/2.0% to 1.5%/2.0%, applicable to 
service prior to January 1, 2000, is to be charged to the Improvement 
Accounts as of December 31, 1998. 


Annual pension statements 

As required by the Pension Benefits Standards Act, 1985 and to keep 
employees who are members updated annually on their personal entitle- 
ment, personalized pension statements were prepared as at December 31, 
1997 and distributed by June 1998. 


Services to pensioners 

A. Direct deposit: 

The Direct Deposit System (DDS) is available to all retirees and survivors. 
Under this system, the monthly pension benefit is deposited directly into 
the individual's personal account. An itemized pension pay stub is sent 
to that individual initially, each January and whenever the gross or net 
amount changes. About 42,000 pensioners used this service in 1998. 


B. Toll-free help lines: 

Approximately 54,400 calls were handled in 1998 through the central 
toll-free help line (1-800-361-0739). Staff handling the toll-free telephone 
line have ready access to records and information required for quick, effi- 
cient and accurate responses to most callers’ needs, in both of Canada’s 
official languages. 
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THE CN PENSION PLAN AND THE CN 1935 PENSION PLAN 


Trustee's report 


To the Administrator and the Members of the CN 1935 Pension 
Plan and the CN Pension Plan 


We, Montreal Trust Company of Canada, are the Trustee of the Canadian 
National Railways Pension Trust Funds (“CN Pension Trust Funds”). 

As Trustee, we have appointed KPMG LLP to examine the systems, 
procedures and internal controls used in respect to the custody, invest- 
ment, and administration of the assets of the CN Pension Trust Funds, 
the administration of the CN 1935 Pension Plan (“1935 Plan”) and the 
CN Pension Plan, and the performance of Canadian National Railway 
Company (“CN”) as Administrator of the 1935 Plan and the CN Pension 
Plan for the year ended December 31, 1998. 

Our examination included such tests and procedures as were con- 
sidered necessary in the circumstances taking into consideration the 
requirements of the Trust Deeds and our experience in the Canadian 
pension industry. 

In our opinion, based on the reasonable, but not absolute, degree of 
assurance obtained from the examination performed, the aforementioned 
systems, procedures and internal controls, used by CN as Administrator, 
operated effectively during the year ended December 31, 1998, and 
complied with the objectives of the Pension Benefits Standards Act, 1985 
and its Regulations. 


we — 


Montreal Trust Company of Canada 
Trustee of the Canadian National Railways 
Pension Trust Funds 


Montreal, January 19, 1999 
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Actuary’s report 


To the Board of Directors 
Canadian National Railways Pension Trust Funds 


We have conducted actuarial valuations for funding purposes as 
at December 31, 1997 for the CN Pension Plan and the CN 1935 
Pension Plan. 

As at December 31, 1997, these valuations revealed a consolidated 
actuarial liability of $8,743 million, a consolidated unfunded actuarial 
liability of $164 million and required consolidated Company contributions 
representing $76 million in 1998. The next actuarial valuations will be 
conducted as at December 31, 2000, at the latest. 


In my opinion, for the purposes of the valuations, 


e the data on which these valuations were based were sufficient 
and reliable; 

e the assumptions are, in aggregate, appropriate; and 

e the methods employed in the valuations are appropriate. 


We have also conducted actuarial valuations for accounting purposes 
as at December 31, 1997 for the CN Pension Plan and the CN 1935 
Pension Plan. 

These valuations were made in-accordance with requirements of 
Section 3460 of the Handbook of the Canadian Institute of Chartered 
Accountants (CICA). They revealed a consolidated actuarial liability 
of $8,632 million. 

The difference between the results of the actuarial valuations 
conducted for funding purposes and those conducted for accounting 
purposes is due to the CICA’s requirement to use the projected benefit 
method prorated on service to value the actuarial liability. 

Both valuations have been prepared and, my opinions given, in 
accordance with accepted actuarial practice. 


fui db Mitt te 


Bernard Morency 
Fellow of the Canadian Institute of Actuaries 
William M. Mercer Limitée 


Montreal, January 19, 1999 
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Auditors’ report 


To the Board of Directors 
Canadian National Railway Company 


We have audited the consolidated statement of net assets of the CN 
Pension Plan and the CN 1935 Pension Plan as at December 31, 1998 
and the consolidated statement of changes in net assets for the year 
then ended. These financial statements are the responsibility of the 
Administrator. Our responsibility is to express an opinion on these 
financial statements based on our audit. 

We conducted our audit in accordance with generally accepted 
auditing standards. Those standards require that we plan and perform an 
audit to obtain reasonable assurance whether the financial statements 
are free of material misstatement. An audit includes examining, on a test 
basis, evidence supporting the amounts and disclosures in the financial 
statements. An audit also includes assessing the accounting principles 
used and significant estimates made by the Administrator, as well as 
evaluating the overall financial statement presentation. | 

In our opinion, these consolidated financial statements present fairly, 
in all material respects, the net assets of the CN Pension Plan and the 
CN 1935 Pension Plan as at December 31, 1998 and the changes in 
their net assets for the year then ended in accordance with generally 
accepted accounting principles. 


KPMG Lup 


KPMG LLP 
Chartered Accountants 


Montreal, Canada 
January 19, 1999 
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CONSOLIDATED STATEMENT OF NET ASSETS AT MARKET VALUE 


In millions As at December 31, 1998 1997 
BOMGS) ictore ste a sce cooravery @ba.n Zips wideout Gloce ape anee ep Sota Wiad Ce ans mise USPTO STA LSTe Tote Rare Eero T= ree $ 4,212 $3,581 
MOP ages acs ois coicle cacalcun we cieislad ds artes brathvase.a bnnvejaisielwnt a atdlacatesgfopepete peters riepstelooa\WieTo o pitneas ibis atasets als letin a ace nrE eTeistshen tare et 209 173 
REAM Sta CO iv x £55 Se icin casiectacasexuim sedis oy cotisc ne 916s eReNe sre Recs es seee Esmrenche SERS alee ccene cies rade Ree och crete ears ae 448 465 
Olliand Gasisarecct\eysccers Redale Pte ch we. Se nee lan re kien S Calpain ie 8, «'unleje te GEIS MRI i art ne ia a a 204 229 
Equities 2h iran Soc eva a Sao RS Ne eM I A Nr ONY, Pui eee 5,459 4,810 
Cash jand'short-term investments vs fac.i0.. ceo. sand ayces ove Che esc os cre rowel baa cele Cee CEE A SOS esa OREO re an raven etre nN 61 633 
10,593 9,891 

Receivable from, Canadian National Railway Companys scis4.i5.0 sh. caine op o:n oan ta o Bla inginn eps Seckelenlepseieetesdia a blcken eee 5 5 
Other:assets: (liabilities) 2255 scans SA Ee ee i Sees Se Se eee roe eee 18 (22) 
$10,616 $9,874 


On behalf of the Board: 


David G.A. McLean 


Director 


See accompanying notes to consolidated financial statements. 
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Paul M. Tellier 
Director 


CONSOLIDATED STATEMENT OF CHANGES 


IN NET ASSETS AT MARKET VALUE 


In millions Year ended December 31, 1998 1997 
MEP asSens a) MAIKELVallia, DEGMANIG OT YOUE  ivihagacwcascu.ine- Ven: ti Re AG TS aR OO. eck $ 9,874 $9,184 
Investment income 
SOL SG SG) BEATS orga vc i Ogre ele oe atta ne gar aan We A RONG ga I a 246 223 
gabe at a cai cee cc i? Sarit alh aera Ad AcE ALN. Rn ee 14 11 
CGE | lig ta eel al eres eel ca Ut tea ag Sl ee Ot BO 9 12 
RIMNOT Ceiah oan irene eerie Rete cette SE ae ARR Se adi oon sc MES UerIC ERS, Deas sede avsbe dea lee ae 15 18 
SUI Sec eg carne ey grits CRN SR oR DE ota ON fc Ye 67 101 
SVU SIG TTT WRAY Vs TESS ieee 5 0 el Se Sree Ea Re ONS UR See eae aT Or Oat it Oe td LE 13 24 
364 389 
SYOSSET TIS SMP ESSE mis oe Nh i Ne Ai a (11) (10) 
Myestnent.meome, before gains/on Sales Of inMestMenits yc280. sc. udviwsks «- 02 sectcedaveesretcavessceeteccedeinsseee ny 353 379 
AAT RO Nahe sa NIMES LERICEHEST Rey Serre We amet ae ee a Oe 407 527 
FOCAP INV ESUMEDE INCOME =f 0 tn See hen feat written a eek, : ee cae ORE BoE eek 760 906 
Unreaized sppreCauon In Valle OF MIVESUMEN tse meant ast 8e Nee IE ocho os dots nk cube caneved cise acc: 463 249 
Contributions 
ERUMOVEOGr Pt arent ten een en. ce Suet Ma, Sh ROSE ta onc 7 hel UO TN Cech Syed Ade pad oy oe 76 77 
GO TOUE NaN aapcatnokets, SERRE EOS BP ety 9 Oe ae ame 7 aa Ok i aR OI es GE ON Dia a 77 63 
POLACOHIIOULI ON sean ates nae eee aN cha ee ETN ok tren, Aguas cab tat cclaat at eohg dace de 153 140 
Disbursements for members 
PENSIONS MLS PANE: dot suk gst sh wo tetenencb, cea akctiay iaeeMen. Meter ae Me Pook eae TR (568) (554) 
Dea ae aiRa yo tags otra Sete eR ty CL Oe Ne ee (58) (47) 
POLL GISDIN SCIDENIS AON TNEINIEN S00. t. cece taser ce we eee Ferree age ec Me ep A atin ag glia Ath i oo ye) (626) (601) 
VIGIISTOT SE eet ier Weitere ch tate Cae elie Me te Meg Ce ee Beek ee el BRR oe (8) (4) 
MOET CKO ASE. tec fars «Sn sie Ce A AR vate eae PE TAT ooh TS ed EEE OR eal Lae Ane te Se hs alge 742 690 
WWemassels alae valile, On Of YOaI x. c.c1=: oss cae hams cus oadhicats oti Te ee Fe a $10,616 $9,874 


See accompanying notes to consolidated financial statements. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


1 Description of plans 


These consolidated financial statements cover two pension plans, the CN 
Pension Plan and the CN 1935 Pension Plan (CN Plans), and include the 
accounts of the Canadian National Railways Pension Trust Funds and its 
wholly-owned companies. All references in these financial statements to 
the “Company” refer to Canadian National Railway Company, which is 
the Administrator of the CN Plans. The CN 1935 Pension Plan is for a 
closed group of members and represents less than 1% of the pension 
obligation of the plans. Therefore, the following is a summarized descrip- 
tion of the CN Pension Plan only. Please refer to the rules of the CN 
Pension Plan for additional information. 


A. General 

The CN Pension Plan (Plan) is a contributory defined benefit pension plan 
generally applicable for new employees from the first day of employ- 
ment. Under the Plan, employees contribute between 5.48% and 5.88% 
of earnings up to the Year's Maximum Pensionable Earnings (YMPE) 
under the Canada or Quebec Pension Plan and between 6.98% and 
7.38% of earnings in excess of the YMPE up to a maximum of $6,204 in 
1998. Participants are not required to make contributions after 35 years 
of pensionable service. Company contributions are determined on the 
basis of actuarial valuations done at least on a triennial basis in accor- 
dance with the requirements of the Pension Benefits Standards Act, 1985 
and regulations thereunder. 


B. Pensions 

Pensions are based on the employee's average pensionable earnings for 
the best five consecutive calendar years or the last 60 months of employ- 
ment at the rate of 2% for each year of pensionable service prior to 
January 1, 1966, 1.4% for each year of pensionable service thereafter up 
to the average YMPE over the last 60 months (1.5% for active employees 
as of January 1, 1999), and 2% of the excess of such average pension- 
able earnings over the average YMPE. The maximum annual pension 
payable is $1,715 multiplied by the pensionable service of the member. 
Pensionable service is limited to 35 years. 


C. Retirement age 

The normal retirement age is 65. However, employees with 85 points 
(age plus pensionable service) and the Company's consent are entitled 
to an early retirement pension without reduction as long as they are at 
least 55 years of age. Furthermore, employees with less than 85 points 
can retire anytime from age 55 with a reduction in their pension of 
0.5% for each month (6% per year) between their date of retirement 
and their 65th birthday. 


D. Disability pensions 

A member with 10 years of pensionable service who is either declared 

unfit to perform his/her usual employment with the Company due to a 
permanent disability which occurred prior to 1992 or is declared totally 
and permanently disabled due to a disability which occurred after 1991 
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may apply for an immediate unreduced pension. Any declarations in 
respect of a member's disability are the responsibility of CN’s Chief 
Medical Officer. 


E. Pre-retirement survivors’ pensions and death refunds 

A survivor's pension is payable to the eligible spouse of a member who 
had a minimum of two years of plan membership upon his/her death. 
Otherwise, a death refund is payable to the spouse, or, if there is no 
spouse, to the estate of the member. 


F. Post-retirement survivors’ pensions and estate settlements 
Upon the death of a retiree who had an eligible spouse at retirement, 
either 55% or 60% of the basic pension of the retiree is payable to 

that spouse during his/her lifetime depending on the option elected at 
retirement. The survivor pension is guaranteed for the first 10 years after 
retirement. If the retiree and the surviving spouse, if any, die in the first 
10 years after retirement, the survivor pension will be payable to the 
estate of the retiree until the 10-year period is over. 


G. Termination benefits 

Upon termination of service, a member is entitled to either his/her 
contributions with interest or to the value of his/her benefits accrued 
under the Plan or to a deferred pension or a combination of the above, 
depending on his/her age, pensionable service and years of membership 
at termination. 


H. Income taxes 

The Plan is registered under the Income Tax Act and regulations. 
Contributions to the Plan are tax deductible and investment income of 
the Canadian National Railways Pension Trust Funds is not taxable in 
Canada. Investment income from some foreign countries is subject to 
withholding taxes which are either fully or partially recovered. 


2 Summary of significant accounting policies 


A. Basis of presentation 
These consolidated financial statements are prepared on a market value 
basis in accordance with generally accepted accounting principles in 
Canada for pension plans, which requires management to make esti- 
mates and assumptions that affect the reported amounts at the date of 
the financial statements. Actual results could differ from these estimates. 
These statements present the aggregate financial position of the CN 
Plans as a separate financial reporting entity, independent of the sponsor 
and plan members, and are prepared to assist plan members and others 
in reviewing the activities of the CN Plans for the year, but they do not 
portray the funding requirements of the Plans or the benefit security of 
individual members. 

Certain of the figures reported for 1997 have been reclassified to 
conform with the basis of presentation adopted for the current year. 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


B. Valuation of net assets ; 

Market value is determined using publicly quoted prices where available. 
When such prices are not available, market values are estimated on the 
basis of: the present value of estimated future net cash flows, the market 
value of comparable assets, or the breakup value of underlying assets. 


Valuation of net assets by category is as follows: 
(i) Bonds are valued using the closing market bid as at December 31. 


(ii) Mortgages are valued using current market yields of financial 
instruments of similar maturity and at appropriate spreads from 
instruments of comparable quality. 


(iii) Real estate consists of land, buildings and equities. Land is valued 
using the market value of comparable assets, and buildings are val- 
ued using the present value of estimated future net cash flows and 
the market value of comparable assets. Independent valuations of 
land and buildings are performed triennially. Equities are valued 
using closing market quotations as at December 31. 


’ 


(iv) Oil and gas reserves are valued using the present value of estimated 
. future net cash flows, which are based on projected production, 
prices and costs. Land is valued using the market value of compara- 
ble assets. Trust units are valued using the closing market price as 
at December 31. 


(v) Equities are valued using the closing market price as at December 31. 


(vi) Short-term investments and other assets are valued at cost, which 
approximates market value. 


(vii) Listed derivative financial instruments are valued using the market 
settlement price as at December 31. Unlisted derivative financial 
instruments are valued using the present value of future net cash 
flows determined by using closing market levels and interest rates 
for instruments of similar maturity and credit risk. 


C. Income recognition 

Dividends are accrued on the ex-dividend date; income from other 
investments is accrued as earned. Gains or losses on sales of investments 
are recognized on the dates of sales and are calculated on the basis of 
the average cost of the assets. 


D. Foreign exchange 

Investments denominated in foreign currencies are translated using 
current rates as at December 31 or at the forward foreign exchange 
contract rates for investments that are hedged. Foreign dividends and 
interest income are translated at the rates prevailing when accrued. 


E. Change in market value 

The change in market value has been segregated in the Consolidated 
Statement of Changes in Net Assets at Market Value between gains or 
losses on the sales of investments during the year and the unrealized 
appreciation (depreciation) in the value of investments, which is the 
balance of the change in market value of investments for the year. 


F. Contributions 

Contributions from employees are recorded in the period in which the 
Company makes payroll deductions. The contributions from the Company, 
as determined by the latest actuarial valuations, are recorded using the 
accrual method. 


G. Transfers 
Transfers to/from other funds are accounted for in the period in which 
the value of the transfers can be reasonably estimated. 


3 Investments 


All investments are securities, assets or financial instruments where the 
Plans’ original intention is to hold to maturity or until market conditions 
render alternative investments more attractive. Significant terms and 
conditions of investments are as follows: 

Bonds, 75% (80% in 1997) of which are issued or guaranteed by 
Canadian or U.S. governments, 16% (6% in 1997) by corporations and 
9% (14% in 1997) by supranational agencies, have a market weighted- 
average coupon of 7.9% (7.9% in 1997). Maximum term is 31 years (29 
years in 1997) with an average term of 12.9 years (10.7 years in 1997). 

Mortgages, secured by real estate, have a market weighted-average 
coupon of 7.9% (9.0% in 1997). Maximum term is 24 years (14 years in 
1997) with an average term of 9.0 years (7.6 years in 1997). 

Equities are diversified by issuer, industry and country. Canadian 
domiciled companies represent 37% (57% in 1997) of the equity port- 
folio, and allocations to individual issuers or industry sectors are limited 
to 2.7% and 13.7% (3.5% and 10.2% in 1997), respectively. 

Short-term investments, primarily securities issued by the Government 
of Canada and Canadian chartered banks, have an average term of five 
days (six days in 1997) and an average yield of 5.0% (4.5% in 1997). 

Derivatives are financial instruments whose value is derived from 
interest rates, foreign exchange rates, equity or commodity prices. 
Derivatives include forwards, futures, swaps and options. 

From time to time, the CN Plans use derivatives in connection with 
their asset/liability management to hedge foreign exchange, interest rate 
or market risks of the portfolio or anticipated transactions. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


3 Investments (continued) 


Notional amounts of derivative contracts by risk category affected 
were as follows: 


In millions As at December 31, 1998 1997 
Foreign currency.2. Ses caceaneec pete eae Caan O ee eee $1,189 $526 
(nterest Wate ins: sciscannrmkwasehousvent aaa atenmtan ocahiureme came as 445 - 


The weighted-average term of the above contracts was 47 days 
(one year in 1997). The value of derivative instruments is $9 million 
($(3) million in 1997) and is included in the value of bonds, which is 
the asset class hedged. 


4 Credit risk 


Credit risk arises from the potential for an investee to fail or a counter- 
party to default on its contractual obligations to the Plans. 

In accordance with formally established policies, the Plans manage 
credit risk by dealing with counterparties considered to be of high 
credit quality, utilizing an internal credit limit monitoring process as well 
as credit mitigation techniques such as master netting and collateral 
agreements. 

At year-end, the Plans’ most significant concentration of credit 
risk was with the Government of Canada, which issued or guaranteed 
$2,258 million ($2,493 million in 1997) of securities held by the Plans. 
Excluding the above, the remainder of assets are diversified with no 
other counterparty accounting for more than 2.4% (2.2% in 1997) of 
total net assets. 

The credit risk of derivative instruments is limited to the cost of 
replacing, at current market value, all contracts which have a positive 
value. The following table shows the credit risk of all derivative instru- 
ments outstanding at year-end. 


Credit risk — Derivative instruments 


In millions As at December 31, 1998 1997 
Maximdniexposures <0 Peace DN ten ce cit oth doit bioemeetceee $ 10 01 
Less effect of master netting 
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5 Funding policy 


In respect of the CN Plans, the contributions by the Company are deter- 
mined in accordance with the requirements of the Pension Benefits 
Standards Act, 1985 and regulations thereunder, and are based on the 
projected unit credit actuarial cost method, with projection of salaries 
where future salary changes affect the amount of the projected benefits. 
Consistent with the regulations and in addition to the current service 
contribution, the Company is making quarterly special payments to 
liquidate the unfunded actuarial liability by 2012. Also, in the case of 
the CN 1935 Pension Plan, the Company makes money purchase contri- 
butions in accordance with the rules of the plan. 
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The latest actuarial valuations of the CN Plans were prepared by 
William M. Mercer Limitée as at December 31, 1997 and were submitted 
to the Superintendent of Financial Institutions and to Revenue Canada. 
In these actuarial valuations, the principal assumptions adopted by the 
Plans’ actuary are: members’ mortality, disability, retirement, termination 
of employment, merit and periodic increases in earnings, as well as a 
long-term rate of return of 7.5% per annum on investments. Future 
increases in members’ earnings have been projected using economic 
assumptions consistent with this long-term rate of return. 


6 Transfers 


In 1998, the accounts included a provision for the amounts to be remitted 
to/from other funds to cover transfers of members of CN Plans to other 
pension plans and transfers of members of other plans to the CN Plans. 


7 consolidated actuarial pension obligation and asset value 


The actuarial valuations as at December 31, 1997 revealed a consoli- 
dated actuarial liability of $8,632 million and a consolidated actuarial 
asset value of $8,578 million. The results of these valuations were then 
used to estimate the corresponding figures as at December 31, 1998, 
which approximate $8,870 million and $8,970 million, respectively, as 
at that date. The principal components of the change in the pension 
obligations are the interest accrued on benefits ($630 million in 1998 
and $600 million in 1997), disbursements paid for members ($626 mil- 
lion in 1998 and $601 million in 1997) and benefits accrued during the 
year ($240 million in 1998 and $250 million in 1997). The consolidated 
actuarial asset value is based on a market-related method which recog- 
nizes the change in market value over a period of five years using the 
straight-line method. 


8 Uncertainty due to Year 2000 issue 


The Year 2000 issue arises because many computerized systems use two 
digits rather than four to identify a year. Date-sensitive systems may rec- 
ognize the Year 2000 as 1900 or some other date, resulting in errors 
when information using Year 2000 dates is processed. In addition, similar 
problems may arise in some systems which use certain dates in 1999 to 
represent something other than a date. The effects of the Year 2000 issue 
may be experienced before, on, or after January 1, 2000, and, if not 
addressed, the impact on operations and financial reporting may range 
from minor errors to significant systems failure which could affect the 
CN Plans’ ability to conduct normal business operations. There can be no 
assurance that all aspects of the Year 2000 issue affecting the CN Plans, 
including those related to the efforts of the plan members or other third 
parties, will be fully resolved. 
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SHAREHOLDER AND INVESTOR INFORMATION 


Annual meeting 

The annual meeting of shareholders will be held from 
10:30 a.m. to 11:45 a.m. on Tuesday, April 27, 1999, at 
The Westin Harbour Castle, Toronto, Ontario. 


Annual information form 


The annual information form may be obtained by writing to: 


The Corporate Secretary 

Canadian National Railway Company 
935 de La Gauchetiere Street West 
Montreal, Quebec H3B 2M9 


Transfer agent and registrar 
Montreal Trust Company of Canada 


Offices in: 
Halifax, NS; Montreal, QC; Toronto, ON; Winnipeg, MB; 
Calgary, AB; Edmonton, AB; Vancouver, BC ‘ 


Co-transfer agent and co-registrar 

The Bank of Nova Scotia Trust Company of New York 
165 Broadway 

1 Liberty Plaza 

New York, NY 10006 


U.S. cash dividend plan 
Shareholders wishing to receive dividends in U.S. dollars 


may obtain detailed information by communicating with: 


Montreal Trust Company of Canada 
Telephone: (514) 982-7555 or 1-800-527-2221 


Additional copies of this report are 
available from: 


Canadian National 

Public Affairs and Advertising 
935 de La Gauchetiére Street West 
Montreal, Quebec H3B 2M9 
Telephone: (514) 399-7212 

Toll free: 1-888-888-5909 

Fax: (514) 399-5344 

www.cn.ca 


&) This report has been printed on recycled paper. 


Stock exchanges 
Canadian National common shares are listed on the 
Toronto, New York and Montreal stock exchanges. 


Ticker symbols; 

CNR (Toronto stock exchange) 
CNI (New York stock exchange) 
CNR (Montreal stock exchange) 


Investor relations 

Robert Noorigian 

Vice-President, Investor Relations 
Telephone: (514) 399-0052 


Shareholder services 
Shareholders having inquiries concerning their shares 


or wishing to obtain information about CN should contact: 


Montreal Trust Company of Canada 
Shareholder Services 

1800 McGill College Avenue 

Place Montréal Trust, 6th Floor 

Montreal, Quebec H3A 3K9 

Telephone: (514) 982-7555 or 1-800-527-2221 


Head office 

Canadian National Railway Company 
935 de La Gauchetiére Street West 
Montreal, Quebec H3B 2M9 


P.O. Box 8100 
Montreal, Quebec H3C 3N4 


La version frangaise du présent rapport 
est disponible a l’adresse suivante : 


Canadien National 

Affaires publiques et publicité 
935, rue de La Gauchetiere ouest 
Montréal (Québec) H3B 2M9 
Téléphone : (514) 399-7212 
Numéro sans frais : 1-888-888-5909 
Télécopieur : (514) 399-5344 
Wwww.cn.ca 
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